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PREFACE TO THE FIRST EDITION 

( 

The first appearance of a book like this might 
demand a few words by way of justification. My 
long and intimate connection with the students of 
the University of Delhi made me realise the handi- 
caps which they, in grasping the subtle and involved 
principles of currency and exchange, constantly 
laboured under. The market has already been 
glutted with numerous works on the subject some 
of which are undoubtedly excellent but most of the 
books extant in the market have been found 
inadequate for one or more of the following reasons. 
Either they are too restricted in scope and treat of 
one of these sub-subjects with the consequent 
narrowness of approach, or they are too difficult in 
language or their data and figures are not, at least 
in some important respects, the most up-to-date. 
The dearth of a single comprehensive book treating 
of the intricate problems of mone}'-, exchange and 
banking impelled me to make this maiden venture 
in authorship. It cannot be denied that the deside- 
ratum of a volume of this description dealing 
with the rudiments of currency and banking with 
suitable reference to Indian economic life has been 
long felt. 

Economics has made great and rapid strides of 
late but the complexity of the subject has com- 
pelled its full results to be unexplored and 
unmeasured. Interest in banking and currency has 
perhaps never been more vital than it is to-day. 
Even in India, conditions have changed appreciably 
and fast since the Report of the Banking Enquiry 
Committee, the enactment of the Reserve Bank 
Act and the consequent inauguration this year of 
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the Reserve Bank which is destined to play an 
important part in the future of Indian currency, 
exchange and banking. 

Since the subject of currency is in perpetual 
flux and reflux, students are obsessed with its pro- 
blems so much so that sometimes they have been 
found to have made 'confusion worse confounded.' 
I have, therefore, strained every nerve to facilitate 
students’ apprehension of the principles and prob- 
lems of currency. My prime objective has been to 
elucidate the intricate problems and principles of 
currency with copious, familiar and forceful illus- 
trative references. In fact, to present this subject- 
matter in a logical, ordered and pellucid sequence 
has alone been the raison d’etere of the publication 
of this book. 

I must apologise in advance if some of my 
junior readers find the language a little stiff at 
places. Obviously, in a discussion of such comp- 
licated and abstruse a subject as this, a certain 
amount of technicality could not be avoided with 
the best will in the world to do so. Every effort 
has, however, been made to keep down the number 
of expressions not intelligible at a glance and it is 
hoped that they are no more than the irreducible 
minimum. Even those who feel this difficulty will 
find it vanishing fast after a close reading of the 
first few chapters. 

An attempt has been made to make the book 
comprehensive so that it will be found to cover 
the syllabus of many universities of Northern India 
and it is confidently hoped that it will serve as 
a vade mecum to all students of Economics, parti- 
culary those grappling with the terse problems of 
currency and banking. To render the book an 
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auxiliary vehicle for the students in mastering the 
subject, succint but comprehensive summaries have 
been appended to each of the chapters. Questions 
of varied types, culled with care from the examina- 
tion papers of various universities, have been incor- 
porated in the body of the book with the evident 
purpose that students might consult them and 
derive benefit especially at a time when they are 
revising or tr5dng to refresh their memories in a 
hurry. I shall consider my pains amply rewarded 
if the book will prove to be of some assistance to 
students iu grasping the complexity of the subject 
in a clearer focus. 

I take this opportunity of thanking kind friends 
and all those who have helped me in one way or 
the other. Foremost of these should be mentioned 
Mr. K.C. Nag, Reader and Head of the Department 
of Economics at the University of Delhi, Mr. 
Hirde Narain, Head of the Department of Econo- 
mics, Hindu College, and Mr. B- N. Ganguli, 
Reader in Economics. To Prof. Nag’s constant 
encouragement and kind attention I owe and shall 
always owe much; Prof. Hirde Narain and Prof. 
B. N. Ganguli have very kindly looked at the 
manuscript and given valuable suggestions from 
time to time. Mr. M. A. Jan, Librarian of the 
Imperial Secretariat Library, has been kind enough 
to offer me facilities of all kinds. His unfailing 
courtesy and indefatigable assistance are unforget- 
able. Lastly, Mr. Loke Ram Sharma, B.A., has 
been of great help to me in preparing the Index. 
I sincerely and cordially offer my thanks to all of 
these gentlemen. 

Any constructive criticisms and suggestions 
conducive to the improvement of the book either 
in respect of the plan or scope or matter will be 
heartily welcome and appreciated. 
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In fine, I would like to express myself in the 
immortal couplet of the poet : — 

“And what is writ is writ, — 

Would it were worthier I” (Byron) 

RAJ NARAIN MATHUR. 


Hindu College, Delhi, 
2nd December, 1935. 


PREFACE TO THE FOURTH EDITION 

The present War has had far-reaching effects 
on the currency and prices in India. Some of these 
effects have been traced in Chapter XIII, which 
has been introduced for the first time, while others 
have been discussed in Chapter XVI. Chapter XVI 
has been further enlarged by the addition of a 
critical estimate of the achievements of the Reserve 
Bank of India and a fairly comprehensive study 
of the problems of rural and industrial finance 
which are attracting a good deal of public attention 
now-a-days. On account of the abandonment of 
the Gold Standard and the consequent adoption 
of artificial monetaiy systems by the leading nations 
of Europe, the problem of exchange control has 
become particularly important. Chapter VIII has, 
therefore, been suitably amended so as to bring 
out the importance and the mechanism of exchange 
control operations. In other respects also the 
statistics and other illustrative data have been 
brought up-to-date and it is hoped that, in its 
present form, the book would prove even more 
useful to those for whom it is intended. 

I wish to express my grateful thanks to my col- 
leagues, Dr. B. N. Ganguli and Mr. N. K. Bhojwani 
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both of whom have added one more to my many 
obligations to them by kindly reading through 
the manuscript and making a number of very 
valuable suggestions. 


RAJ NARAIN MATHUR. 


Hindu College, Delhi, 
June, 1941. 
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INTRODUCTION ^ , MONEY, HEXCH^te^ND BANKING 
^ WITH S%IAL;XE^^REN^ii/lNDIA 

The Mechanism of exchange 

Definition of Barter. In primitive states of 
societ}^ wants are few and easily satisfied. Ever}^ 
body produces just what he requires, but if he 
produces more, he can easily exchange it with the 
surplus product of another man’s labour. This S5^s- 
tem of exchange of commodities for commodities or 
services is called ‘Barter.’ 

Defects of Barter. As wants increase, however, 
and new methods of satisfying them are discovered, 
barter becomes a very inconvenient process — quite 
unsuited to a civilised society based on complex 
division of labour. Barter is in the nature of a 
double act which pre-supposes agreement between 
two individuals. When the number of exchangeable 
goods increases, it becomes less likely that a case 
should arise of the meeting of two people each of 
whom has a superfluity of jast those goods of which 
the other stands in need. For example, a man with 
a horse and wanting a coat may never get it 
unless he finds somebody who is prepared to give 
him a coat and accept his horse in return. Even 
if two people could be found whose disposable 
possessions mutually suit each other, in the absence 
of a common measure of value, at what rate is one 
commodity to be exchanged for another ? It is 
highly improbable that the owner of the horse would 
regard it as exactly equivalent to the coat, arid if he 
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thinks that his property is more valuable, exchange 
would be clearly ' impossible because a portion of 
the horse would be of no use to the owner of the 
coat. Hence, three inconveniences attach to the 
practice of simple barter, namely, the improbabilit}^ 
^ of coincidence between persons wanting and possess- 
ing, the complexity of exchanges which are not 
. made in terms of one single substance, and the need 
of some means of dividing and distributing valuable 
articles. 


Origin of Money. In order to avoid these 
difficulties of barter it is necessary to decide upon 
an i7itermediate commodity which would always be 
accepted in exchange for goods and services and 
which would form a basis for the measurement and 
comparison of the values of all other commodities. 
Such a commodity is called 'Money.’ It may be 
defined as "anything which is widety accepted in 
payment for goods or in discharge of other kinds 
of business obligations.”^ JlarshalJL has. defined 
money as "All those things which are (at any time 
and place) generally current without doubt or special 
enquiry as a means of purchasing commodities and 
services and of defraying expenses.”^ Cole has 
recently defined money simply as purchasing power — 
something which buys things This definition is, 
however, too inclusive. It includes even the media 
of exchange which have a very narrow area of 
d^culation and which may be refused e. g, cheques 
and bills of exchange. Such instruments which are 
not generally acceptable should not be called money 
Money is included in the term medium of exchange 
but all media of exchange are not necessarily money 


1 Robertson— il/oHcy—pp. 2-3. 

2 Money, Credit and Commerce—'^. 13, 

« TFaHts to Know About Mone 7 i 

-p. 21. For a still more illuminating discussion of ttr neaS 

of money read-Jobnson-ilio7?e?/ (72«Tenc?/-pp G -7 ’leaning 
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Functions of Money. Money performs a four- 
fold function. It is, in the first instance, a medium 
o f exc hange. It enables a person to buy ^nd sdl 
directly what he wants. He parts with money when 
purchasing and gets money when selling goods and 
services. A careful study of the evolution of money 
will show clearly 'that the primary cause of the 
creation of money was the necessity of overcoming 
the great difficulties of direct exchange or barter — 
difficulties which grew progressively as the exchange- 
able commodities increased in number. Historically, 
therefore, to act as a general medium of exchange 
appears to be not only an essential function but 
the only essential one and other functions as having 
been derived from it. Secondly, it serves as a 
common mea ns, of payment because people accept it 
without hesitation in the hope that others will take 
it in turn. Thirdly , it is a common measure of value, 
or strictly speaking, a common denominator of rela- 
tive values. Thus it avoids the difficulty of remem- 
bering the cross-relationships of millions of articles 
of var^dng quahty and fineness. If, for example, 
we know that wheat sells at Rs. 6 a maund, corn at 
Rs. 3 and straw at Rs. 2 a maund, we know that 
the value of wheat is twice that of corn and thrice 
that of the straw. Every article bought or sold can 
now be valued in terms of the common unit and 
the value of the commodity measured in terms of 
money constitutes its price. F ourthly, it , seryes,. 
a s a standard of deferred p ayments. Contracts, 
including loans, are usually made in terms of 
money. This is because people believe that the 
value or purchasing price of money is not likely to 
change much during the period of the contract. If 
there were no money, lending of all kinds would 
be much restricted owing to the risk that the value 
of the commodity in terms of which the loan was 
made would change considerably. Rastly, it is a 
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means oi_storuig yalue,^ Perishable commodities 
cannot be stored as the^^ lose in value with time. 
Storing of bulky commodities is also difficult. With 
the introduction of money one can transform his 
savings in mone}'’ and with money he can readily 
purchase both goods and services. Thus “it 
subdivides and distributes property and lubri- 
cates the action of exchange.’'- It ma}^ per- 
haps be easier to remember the functions of money 
by the following rhyme ; — 

“Money's matter of functions four, 

A medium, a measure, a standard and a store." 


Now, it should be quite possible to use one 
substance as a medium of exchange, a second as a 
measure of value, a third as a standard of value 
and a fourth as a store of value. “In buAung and 
selling _we might transfer portions of "^gold; in 
expressing and calculating prices we might speak 
in terms of silver ; when we wanted to make long 
leases we might_ define the rent in terms of wheat, 
and when we wished to carry our riches awa}^, we 
might condense it into the form of precious stones." 
But it is obviously convenient to select a single 
substance to perform all the functions of money. ^ 

Charaeteristics of Good Money. We have seen 
that money is a_ vq^ible assurance that a claim 
upon the society wilfbe' duly honoured. We take 
money for our goods and services because we are 
convinced that others will take it from us in 
return for their goods and services. Anythiim 
with regard to which we have this conviction is 
money. It may be a piece of metal bearing the 
stamp of public authority or merely a written 


Benham has used the phrase “a hauid nsspt” incf a i . 
e”. See his i/cotiowecs— Bu, 337 instead of ‘a store 


of value”. See his ^'c^ioun'cs— pp, 337 auTsIl.' 

2 Jevous~il/o«e?r md the Mecha7nsm of ^change- 


-p. 15. 



THE MECHANISM OF EXClIAX(iE 


O 


promise to pay an equivalent amount of metal or 
an}*- other suitable substitute. Primitive societies 
probably used crude implements of stone and metal 
as money but instances are not rare when slaves, 
oxen, sheep, rings, shells, skins etc.,^ were used 
and are still being used as medium of exchange. 
In advanced communities, however, these crude 
articles have been replaced by precious metals. 

They possess utility an d mlue. “Nothing which 

is not itself valuable can serve as a medium of 
exchange. No one would consciously give away 
commodities of value for a medium of exchange 
which was notoriously lacking in value and 
which he might possibly be obliged to hold for a 
time. Otherwise, the whole purpose of exchange 
would be defeated, since for a worthless medium 
of exchange one could not obtain other goods”.- 
Their heauty__ znd th eir _ quality- ■ of being easily 
fashioned make them universally^ desirable, as raw 
material for ornaments and for other articles of all 
kinds, quite apart from any question as to their 
utilit3>'. The y are durable, th at is, possess an almost 
unlimited power of resistence to the destructive in- 
fluence of water, air, fire etc. This quality enables 
them to be easily stored for any length of time with- 
out risk of change in their substance. The compo- 
sition of the precious metals is absolutely uniform. 
It does not vary from piece to piece’ aiid~Ts 

1 Schurtz quotes from Mollien^s book on his journeys in the 
interior of Africa the following table of values for Boiidu in Western 
iSudan : 

1 slave=l double-baralled gun and two bottles of powder. 

„ —5 oxen. 

=100 pieces of cloth, 

1 stiing of glass beads==l goiud bottle of water. 

„ „ „ ,, =1 measure of milk. 

.. „ „ ,, „ =1 aimful of hay. 

„ ,, ,, =1 measure of millet. 

See Helfferich’s VoL 1, page 9. 

2 Laughlin~~r/ic Prinoipkz of Money— p. IS. 
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independent of the place of origin. The homogeneity 
of precious metals affords complete protection 
against the circulation of false coins. A still further 
important quality of the precious metals which 
is essential to their function as money is their 
unlimited divisibility . The}^ can be divided with 
exactness into smaller parts and can again be melted 
together into a whole at a small cost. Thus there 
is no limit to the magnitude of the values wliich 
can be represented by the precious metals in 
contrast with commodities such as shoes and 
cattle which are, by nature, indivisible or with 
commodities which can onl}" be divided with loss of 
value as is the case of diamonds. The malleability 
of precious metals renders them particular!}^'" adapf^" 
able to_ take impressions and this makes it possible 
for individual pieces to be authoritativeh’’ certified 
in regard to their fineness and weight. The precious 
metals are comparatively scarce. Their large value 
in small bulk contributes to the easv transfer of 
money from place to place and gives'it a substan- 
tially uniform value in all parts of the world at the 
same time. Finally, we must mention that espe- 
cially important property of precious metals— 
of value — which follows from sonic 
of the properties mentioned already. Their value is 
normally free from fluctuations caused by excess or 
shortage of supply and from destruction throuo-h 
wear and tear. ^ ' 


Some of the qualities enumerated above can be 
met with in other commodities in an equal or even 
. _er degree. For example, diamonds possess high 
intrinsic value but they are more destructible and 

has'^sTfar b.' ^^^tals. It 

dSuoni o.? of 

aiamonds out of large ones but not one larue 
diamond out of a number of small ones 
happy and complete combination of these qSes 
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is to be found in gold and silver that one is not 
surprised that the}^ constitute universal mone}'" 
independent^ of all conventions and law. 

Advantages of Money. In modern civilised 
society inconveniences of the primitive method of 
exchange are wholly unknown and might almost 
seem to be imaginar5^ The modern economic 
S5;^m is founded on the principle of production for 
a market. Division of labour has caused a wide gulf 
between the products of the individual’s labour and 
his requirements. Money alone makes possible the 
exchange of goods and services in the degree 
required by our economic S5’stem and has, therefore, 
forced barter very much into the back-ground. 
From the entrepreneur down to the smallest 
peasant farmer, all sell their surplus products for 
mone3^ The workman places his labour at the 
disposal of the emplo^’^er for a money wage ; the 
transfer of,J 5 vealth and purchasing power takes 
place in money. Mone)'’ increases production b3^ 
facilitating exchange of commodities b}’’ promoting 
specialisation. It gives necessar}'’ mobility to capital 
and thus helps the concentration"^ capital m 
the hands of those who are best able to utilise 
it in an effective manner. It makes capital flow 
from place^ w here it is less pfoductiveTtorpTaces 
whefeit^can be employed profitably. It has 'been 
responsible for the growth of social and politica l 
freedom by substituting freedom of contract and 
competition for custom and status. It has also 
broken up_ the excl usiv eness and isplation^pf tovros 
and villagesrand has thus created national and 
political solidarity. In short, in the whole process 
of production and distribution, money enters as 
a connecting me dium bet ween tye different members 
of a society and between different communities. 
"Accustomed from our earhest years to the use of 
monej’’, we are unconscious of the inestimable 



S TNTRODTICTIOX TO MOKF.Y, KKCITAYGE AND P.AXKIN-f; 

benefits which it confers upon us; and only when we 
recur to altogether different states of societ3’' can we 
realise the difficulties which arise in its absence."^ 
It is interesting to note in this connection that the 
service of monej^ to society is similar in character 
to that of the roads and other means of communi- 
cation. This fact was pointed out b)^ Adam Smith 
when he declared; "The gold and silver mone}’: 
which circulates in an}" one countr}" ma}" very 
properly be compared to a highway which, while 
it circulates and carries to market all the grass and. 
corn of the country produces not a single pile ofj 
either/ 


It should not be imagined, howe\’er, that barter 
is totally extinct now-a-days. It still goes on in 
some cases even in the most advanced commercial 
countries but only when its inconveniences are not 
experienced. Domestic servants receive part of 
their wages in board and lodging; the farm labourers 
may partially receive payment in kind or the use of 
a piece of land. In a large majority of transactions, 
money intervenes in one way or the other and, 
even when it does not pass from hand to hand’ 
it serves as the measure by which the amounts 
given and received are estimated. 


1 Jcvons — Money and ihc i[cvha7us)n of Erchanije—Y). 2. 

2 Robertson e.N-plains the adv.antnnes of monev tJiiis • -‘ri 

enables man as consumer to generalise his piircliasin.r nowci 
and to his _ claims on society m the form iihich^ suits 

^iH existence of a monetary economv helps society 

to discover what people M ant and how much they iwmif it .,„;i 

SO to decide ^Yhat shall be produced and m \iliot ^ 

and to make the best use of its limited nmdnc ' '«'''dtcs. 

heps each member of society to ensure that the 
enjoyment to ivhieh he has access v eld 

amount of actual satisfaction which h ‘i h in « ,• Srcalest 

him the chance of not surfeiting himself with bus 

himself unduly of the countenance of Charlie Clnols^n' ® 

a man as producer to concentrate his /■ •••“ enables 

and. so to add more effectively to the Se^l 

services which constitute the real hicom^ of caE 1' 

of money... seems to be a' necessary condition existence 

nieiit of the division of lobour.’’ 
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Evils of Money Economy. Nevertheless, there 
are various dangers associated with the use of money. 
It makes it eas}^ to lend and borrow things which 
sometimespfoverdetrihimvtal'f 6 "the' “best int'erests 
of the societ}’’. The_3[ulue of mone}^ moreover, as 
we shall see presently (Chapter VI) does not always 
remain stable. Its power to purchase goods and 
services changes from time to time thereby preju- 
dicing one section of the communit}^ against the 
other, and, if these fluctuations are rather wide, 
crippling trade and industry altogether. It produces 
ineq^iri^ iii _the„distribution,of, income., and thus 
leads to the concentration of wealth into the hands 
of capitalistic classes. It is also responsible for the 
modern. S 3 ^stem of wages which is highl}'- injurious 
to^he labouring classes. 

It is true that some of these evils are inherent 
in the use of money and must be tolerated as the 
price which the societ}’- must pay for the multifarious 
advantages which it derives from its use. Other evils 
can be removed and to the extent that they can be 
removed the general interests of mankind require 
that the}" should be tackled in the right spirit. 


SUMMARY 

Definition of Barter. Exchange of commodities for 
commodities or services is called Barter. 

Defects of Barter, (i) Rack of double coincidence of 

wants. 

(?V) Want of a measure of value. 

(m) Want of means of sub-division. 

Meaning of Money. Mone}" is nothing but an inter- 
mediate commodity designed to remove the defects of Barter, 
or simpty, a purchasing power — some-thing whicli buys things, 
and is universalty acceptable. 

Functions of Money. “Monej"’s a matter of functions 
four; A medium, a measure, a standard and a store.” 
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It is possible to use diflerent substances for performing 
each of these four functions but it is convenient to select 
a single substance to perform all the functions of money. 

Characteristics of Good Money. Many articles were 
tried as money but most of them were abandoned because 
they did not possess many of the following essential qualities: — 

(i) Utility and value. 

(ii) Beauty. 

(lii) Universal Desirability. 

(iv) Durability. 

(v) Homogeneity. 

(vi) Divisibility. 

(vii) Malleabilit^^ 

(viij) Stability of value. 

The onl}^ two metals that possess these qualifications in 
a more or less degree are gold and silver and they constitute 
universal money independently of all conventions and law. 

Advantages of Money Economy. It is ideally suited 
to the modern economic organization based on large scale 
production and division of labour. It helps the sale and 

purchase of goods and services and measures amounts given 
and received 

Evils of Money Economy. It makes it easier to borrow 
and lend money with all their evil effects. The value of 
money does not always remain stable and thus, at times, 
proves harmful to people, trade and industry. 


QUESTIONS 

\i!i, a’ conditions in which barter is possible, 

y oes sale for money take the place of barter ? 

[ . P. Board Inter. 1926 and Delhi Inter. 1929]. 

Define mone5^ What functions are performed by 
at the present time ? 

[U. P. Board Inter. 1933 and Delhi Inter. 1930] 
What are the characteristics of good money? 

Write short notes on:- 


2 

money 


(a) Inconvenience of Barter. 

[Agra B. A. 1934 and 1935] 

(b) Barter Economy and Money Economj'^. 

[U. P. Inter. 1934] 



CHAPTER II 


Forms of Money^ 

Mone}^ is generally classified as (i) Metallic 
Monej^ and (2) Paper Money. 

Metallic Money. It consists of coins of metals 
like gold, silver, copper and alluminium and their 
allo3^s etc., appropriate!}' stamped so as to make 
known their denomination and value. 

Coinage. Free, Limited and Gratuitous Coinage. 

When gold and silver were first used as money 
they were lumps or bars of metal shaped into 
rings, discs and roughly cut pieces. No attempt 
was made to so fashion the metal that its weight 
could not be altered without destroying the shape 
and design. All payments had to be made by 
weight and the metal had to be frequently assayed 
or tested to see that it was of the required purity. 
In order to secure uniformity in coins of the same 
kind, convenience of shape, size and weight, and to 
prevent counterfeiting, the modern coins are pro- 
perly stamped on either side and their edges milled 
to prevent clipping. This process of manufacturing 
metallic money is called coinage.^ Coinage is 
said to be free ji the public is allowed to offer 
bullion for being converted into coins ; it is called 
liniited when coinage is done on government 
account only. ■ The coinage of England, until 

r- 

1 For an advanced study of tlie suliject read Keynes — A Treatise 
on Money j Chapter 11. 

2 Jevons has defined coins as “In|xots of which the weight and 
fineness are certified by the integrity of design impressed upon the 
surfaces of the metal .” — Money and the Mechanism of Exchange—'^, 57. 



12 INTRODUCTION TO MONUV> ENCIIANGK AND BANKING 

recently, was free while the coinage in India, ever 
since 1893, has been limited. In the U. S. A. 
coinage of gold is free and unlimited. People are 
permitted to take to the mint any amount of gold 
bullion in excess of §100 and either have it 
coined or receive any other kind of money for it. 
On the other hand, the coinage of silver subsidiary 
coins is limited. Individuals are not free to take 
silver bullion to the mint. When there is need 
for additional subsidiary coins the Government 
bu5^s the required metal in the market at the 
market price. In a system of free coinage, if no 
fee is charged b}'' the government for the work 
of minting, the coinage is called gratuitous. It will 
exist where it is intended that the coin should be 
identical in value with an equal quantity of gold 
bullion so that it shall be so much certified bullion 
and shall be re-convertible into ingots without 
loss. 


Brassage, Seigniorage and Debasement. If the 
government takes out of the coin an amount of 
metal equal to the cost of coinage, this deduction 
is called brassage. If a fee larger than the cost of 
coinage is charged, the difference between the 
amount thus taken out and the cost of minting is 
called seigniorage. Brassage refers to the charge 
made by the mint to cover such items of cost as 
assaying the bullion, alloy etc. Seigniorage means 
an extra charge for revenue or for profit made hy 
the state in view of its internal monopoly of 
manufacturing coins. When a coin contains less 
than the standard amount of precious metals the 
difference between standard and real value is called 
debasement. o 

The disadvantage of gratuitous coinage is 
that coins minted the one day may be melted 
down the next or long before they are worn out 
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Some people may find it less troublesome, at times 
even more profitable, (as during the Great War in 
India) to melt coins than to purchase bullion if the 
coin contains just about as much bullion as it will 
bu5\ On' the other hand, if a country on a gold 
standard charges seigniorage for coining, then its 
coins are not perfectly inter-convertible with gold 
bullion and public confidence is rudely shaken. 
If coinage is not gratuitous, the bullion value of a 
coin is of course less than its face value and the 
melting of coins is consequentlj’^ discouraged. 
This is why the Indian Rupee, which was open to 
free mintage in the beginning, ceased to be so 
after 1893. 

Natural and Token Coins. Some coins are 
natural or full-bodied, that is, the value printed 
on them (or their face value) is equal to the value 
of the metal contained in them (or their intrinsic' 
value). The coins whose face value is higher by 
law than their intrinsic value are called token 
coins. Token coins are ordinarily of smaller 
denomination than the monetary unit and their 
purpose is to facilitate payments of small amount. 
They are usually made of silver and other baser 
metals such as copper, nickle, or bronze. Such 
coins may circulate freelj^ at their face value in 
the country of origin but would not be accepted in 
other countries except at their metallic value. 
Hence their use is restricted to payments arising 
out of internal transactions only. 

Standard Coins. Natural coins, on the other 
hand, serve as standard coins. They constitute, 
wherever they exist, the principal or ultimate 


1 Jevons discards tlle^\Old ^Intrinsic’* as being ambiguous in 
favour of “metallic’' value to distinguish it from the “nominar', 
“customary", or “legal" value, at which a coin actually does, oris by 
law required to, exchange for other coins —O /a Cit p. 75. 



14 IKTRODUCTIOX TO MONEY, EXCHANGE AND BANKING 


means of payment both within the country and 
outside and the value of the token coins is fixed 
with reference to them. Although a standard coin 
is one of which the value-in-exchange depends 
solely upon the metal contained in it, it is not 
necessary that it should always be a full-bodied coin . 
A token coin may sometimes act as a standard 
coin as, for example, the Indian Rupee is a 
token coin and 5^et the values of all other kinds 
of money are adjusted to it. It has, therefore, 
been called a standard-token coin. It is useless 
for external payments because it may not be 
exported to countries where it is not legally 
current. 


Legal Tender — Limited and Unlimited. Natural 
coins are easily accepted by the people because 
of their value as metal but token coins are not 
accepted quite as readily unless they are made 
legal tender by the government. Legal means 
'by law and tender means ‘to give\ Any currency 
(metallic or paper) which a debtor may give in 
settlement of dues owing to him or any kind of 
money which, according to law, must be accepted 
when offered in payment of any obligation expressed 
in terms of the country’s monetary unit is called 
^ legal tender . Token coins which are generally 
intended for transactions of smaller value are legal 
tender up to a certain extent only as shillings in 
England are legal tender up to 40 shillings or the 
ndian 4- anna, 2-anna, or i-anna pieces which are 
egal tender up to Rs. 10. A standard coin, even 
m those exceptional cases when its intrinsic value 
falls far short of its face value (as in India), is 
always an imliinited legal tender. Similarly, the 
notes of the Rperve Bank of India are unlimited 
legal tender all over British India. 

It must be clearly understood that the legal 
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tender law has nothing to do with contracts or 
other obligations not payable in mone3^ Neither 
does it apply to contracts which, by their terms, 
are pa^’-able in any particular kind of money.’ 

Paper Money— Its uses.', In order to save 
precious metals from wear and tear and to preserve 
them for purposes of art, paper money has been 
invented. It is ea sier to handle and sajer^, cke.aper, 
and mmesonvement for making payments in distant 
p laces than m etallic money. It also helps the 
government, _ when its credit is low, to raise neces- 
sa^ funds with less cost than it would have to pay 
if it resorted to borrowing.- 

Kinds of Paper Money. There are three kinds 
of paper mone}" : — 

I. Representative Paper Money. It derives its 
value not from the paper on which it is printed 
but from the standard coins for .which it can be 
e xchan g ed. It represents an equivalent amount of 
metallic mone}’’ deposited in the strong-room of a 
bank or of a national Treasur3^ The American 
gold and silver certificates guaranteed b}’- gold and 
silver deposits in the Treasur}'- of the United States 
or the Gold Bullion Certificates recommended by 
the Ro5^al Commission on Indian Currency and 

1 It m\\ ])erhap3 not be out of place lieie to make a distinction 
between ‘‘the unit of currency^' and ''the unit of account’’. The former 
is legal tender while the lattei is not. '‘The monetary unit for purpo- 
ses of calculation is called 'The unit of account”. Normally the unit of 
currency and the unit of account are t^e same, for clearly the us^ of 
money as a measure of value springs from its use as a medium of 
exchange. It is possible, however, for the two units to be different, 
provided that an exchange ratio betAveen them can be somehow estab- 
lished. Thus in Germany in 1923, when prices AAcre rising \^ery rapidly, 
contracts AAxre often made in teims of Saatss francs or United States 
dollars. When the time for payment arrh^ed, the payment was made in 
marks, the number of marks given being the number required to equal 
the specified sum of francs or dollars at the rate ruling at the time in 
the foreign exchange market. Th^ mark remained the unit of currency 
but the unit of account was the franc or the dollar”. Benham— 

EcQ7to7nics, p, 340. 

2 Also see Inflation and its effects at the end of Chapter YI. 
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Finance for India in 1927 are good examples of 
this kind of paper money. 

2. Fiduciary Paper ^Money. This consists of 
notes for which specie can be had on demand. As 
all the note-holders are not likely to present notes 
for conversion at the same time, the amount of 
metal kept in the reserves is much less than the face 
value of the notes issued — the rest being backed 
by securities. The security portion of the reserve 
is called the fiduciary or the invested portion. Fidu- 
ciary paper money is not intended primarily to 
serve as a substitute for coin as is true of the repre- 
sentative type. Its purpose is rather to supplement 
the metallic mone^’’ and to expand the total volume 
of the currency. To the extent that the fiduciar}^ 
paper money is not backed b}^ a reserve of 100 
per cent it is equivalent to a loan to the govern- 
ment without interest.^ 

3. Fiat^ Money. It represents nothing and 
confers a claim to nothing. It is pressed into ser- 
vice when the government is hard-pressed for 
money. The most important instances of such 11101103^ 
are the Greenbacks issued by the American Govern- 
ment during the Civil War, the French Assignats 
issued by the Revolutionary Government of France 
in 1789 and the Bank of England notes issued dur- 
ing the Napoleonic Wars. In the Great War of 
1914-19, all the European countries made their 
notes inconvertible. In order to bolster up its value 
hat money is,_ as a rule, made legal tender for all 
public and private debts. Since it amounts to direct 
taxation of the people without their consent, this 
kind of money is generally unpopular and fre- 
quently circulates at a considerable discount. The 
Rs. 2^ and Re. i notes, which were issued by the 
Government of India during the War, belonged to 
this category. 

1 Seo also Keynes-^ Tract on Monetary Tleform^. 
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has two prices — one payable in metallic money 
and the other in paper, the difference between them 
depending on the depreciation in the value of paper 
money. That is why some economists have gone so 
far as to say that the paper money is the “greatest 
plague of nations and that it is more injurious to 
society than a terrible disease is to an individual’ ’d 
It must be noted, however, that the evil effects 
are due rather to the imprudence of governments 
and banks than to the nature of paper money itself. 


SUMMARY 


Forms of Money. Money is classified as («) Metallic 
and (6) Paper Money. 

Metallic Money — is made up of coins of different metals 
properly shaped and stamped to prevent counterfeiting. 
Coins are manufactured (or coined) by the government. If 
the public is allowed to offer bullion for being converted 
into coin the coinage is said to be free otherwise limited. 
The coinage of India was free before 1893 and has been 
limited since. If no fee is charged for minting, the coinage 
is called gratuitous but if a fee equal to the cost of minting 
is charged it is called brassage. If a fee larger than the 
cost of coinage is charged, the difference between the amount 
thus taken out and the cost of minting is called seigniorage. 
The difference between the standard and actual (real) amount 
of metal contained in a coin is called debasement, A natural 
coin is one whqse_ face value (A e. value printed on it) is 
equal to its intrinsic value (A e. value of the metal contained 
in it); a token coin is one whose face value is higher by law 
than the value of its metallic contents. Natural or full-bodied 
coins are used as standard coins, that is, for measuring the 
values of all other coins, goods and services ; while token 
coins are used for payments involving fractional payments. 
When a token com acts also as standard coin (as in India) it 
is called Standard Token Com. Natural coins are unhesitat- 
ingly accepted because of their intrinsic value but token 
coins circulate by the force of law behind them. Coins (and 
paper notes) which people are required by law to accept up to 

1 Giii^e—Pohtical Economy—-^. 270. 
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any amount are called unlimited legal tender {e.g. Sovereigns); 
coins (and paper notes) which people may accept up to a certain 
amount onl}’’ are called limited legal tender (shillings in England 
and small coins in India). A standard-token coin is generally 
unlimited legal tender {e,g. the Indian Rupee), 

Paper Money. It saves precious metals (which it 
displaces) from wear and tear and is easier to handle, safer, 
cheaper and more convenient especially for making big 
payments and in distant places. It enables governments in 
difficult times to get more mone}^ without much cost. There 
are three kinds of paper mone}" — (a) Representative Paper 
Money, which is fully backed b}’' gold and/or silver coins and 
bullion and is thus the safest ; [b) Fiduciary Paper Money, 

which is backed partly by metal and partly b}’’ securities 
but which can be got converted into metal at the will of 
the holder ; and (c) Fiat Money, which is not covered by 
metal and does not carry any obligation on the part of the 
issuing authorit}" to convert into anything. This is the worst 
and w’ould not be tolerated by the public except under abnormal 
circumstances. 

Evils of Paper Money. 

1. Its value is precarious; 

2. Its circulation is restricted to a narrower area ; and 

3. Its value is changeable. When over-issued, it leads to 
inflation and rise of prices. 


QUESTIONS 

1. Classify the various forms of mone}" in circulation in the 
country’' and indicate the characteristics of each. 

[Punjab B. A. 1932]. 

2. Explain the following terms : — 

Token money, free coinage, gratuitous coinage, seigniorage, 
standard coins and legal tender. 

[Delhi Inter. 1933]. 

3. Can token money be legal tender ? What constitutes 
legal tender in India } 

[U. P. Board Inter. 1929]. 

4. How does the rupee, though unlimited legal tender, 
fail to satisfy all the conditions of standard money ? 

[Delhi Inter. 1928]. 

5. The rupee may be called a 'standard- token' coin. 
Explain. 

[Delhi Inter. 1929]. 

6. What are the characteristics of paper money ? 
Why is it preferred to metallic money ? 



CHAPTER III 
Forms of Money — [Continued) 

SOME PROBEEMS OF PAPER MONEY 


Elasticity of Paper Currency. In order to 
guard against the evils resulting from over-issue 
(and sometimes under-issue) of notes, it is necessary 
to make their amount conform to the requirements 
of trade. Their circulation should increase in the 
busy season and decrease in the slack season. 
This is not always possible. No one can import 
or export notes like coins and no one but the 
government or bank authorised by the government 
can issue or cancel them. Hence, if trade becomes 
brisk, nothing but a decree of the government 
can supply the requisite increase of circulating 
medium and if more money is put into circulation 
and trade relapses into dullness, the currency be- 
comes superfluous and falls in value. This power of 
notes to adjust their volume to the need for 
currency is called elasticity. Dunbar has defined 
elasticity "as responsiveness to present increase or 
diminution of demand — the power of adaptation 
to the needs of the month, the week, or the day 
whether rising or falling.” ^ The elasticity of 
currency is of special interest to India where the 
demand for currency varies from season to season 
and where cheque currency is less popular than 
elsewhere. 

Mobility of Paper Currency. Just as the 
volume of currency should be altered to suit the 


1 Economic Essays— y), 238. 
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varying requirements of trade, it should also be 
capable of being transferred from centres where it 
is not needed to those where it is urgently required. 
The capa.city„. of, ..note-issue, of. being moved from 
place t o-place-mav-be ■ called mobility. 

Government versus Bank Note Issue. It is 
an open secret that even the best informed 
government departments cannot be trusted to judge 
wisely and impartially when and where more money 
is wanted or when or from where superfluous 
currency ought to be pumped out. It is usually 
out of direct touch with trade and industry and 
is' “not as sensitive as a bank to the conditions in 
the financial and commercial world. The 
government’s difficulty may be greater “in an 
emergency when businessmen have very urgent need 
of cash because the government mechanism is a 
slow but cautious process and is not readily 
responsive to sudden changes. A government 
whose primary duty is to look to the security of 
the currency system is naturally forced to study the 
problem that arises patiently and thoroughly with 
the result that some time elapses before any 
action is taken and the emergency demand may 
go unsatisfied. It may, therefore, happen that at 
times the supply of currency is less than its 
demand, viz., there is stringency of money, or 
that the supply exceeds the demand viz., there 
is over-issue of money.”- Moreover, if the power 
of issuing notes is entrusted to the government, 
there is a danger of the true economic interests 
being sacrificed for the sake of political considera- 
tions and financial needs of the state. A party in 
power may issue huge quantities of notes just 


1 Kisch and Elkin— T//e Central Baals, p. 73. 

2 Dadachanji — A Beserve BanL for India and the Money 
Marlet, p. IS. 
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to serve its own ends and may even create^ securities 
to satisfy its own legal conscience. The bank^ note- 
issu 0 is fr6G from tiicsG defects. A DRiik is con- 
stantly in touch with producers and businessmen 
and is thus in a better position to_ appreciate the 
needs of the market from time ^ to time. It has a 
control over credit money (like bills of exchange, 
etc.-) which it can profitably utilise to accomplish 
what metallic and paper money alone would fail to 
achieve, namely, adjusting the volume of currency to 
temporary and seasonal requirements of trade and 
commerce. It is not concerned with_ party politics 
nor is its policy deflected by deficit budgets or 
military expeditions etc. The amount of note-issue 
is regulated by specific laws which definitely specify 
the proportions of gold and securities to be put in 
reserves. Any departure would at once be set right 
by the force of public opinion and government 
authority. 

Single versus Multiple Note-issue. Having 
decided that the note-issue should be entrusted to 
a bank (rather than to the government) it remains 
to be seen whether it would be expedient to extend 
this privilege only to one bank or to all (or many) 
banks of the country. In the interest of controlling 
currency and credit effectively, centralisation is 
clearly the best. It ensures a proper degree of 
elasticity and mobility unhindered by conflicting 
policies that may be pursued by different institutions. 
It also means centralised reserves which are more 
economical and easier to mobilize especially in times 
of grave national emergencies. Ordinary commercial 

1 Such securities are called “created” or “ad hoc” securities 
■«hich (in India) are nothing but treasury bills issued by Government 
to Itself. Until lately, the currency notes in India were issued by 
Government against its own I. 0. U’s. See Kale— Indian Economics, 
pp. 529-30. 

2 See Chapter IV. 
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banks are cbiefiy guided by profiteering considera- 
tions and the tendency among them to compete for 
increasing their gains from this source may result 
in reducing the metallic portion to the minimum 
and in swelling the volume of currency beyond 
legitimate trade requirements. This difficulty would 
not arise if note-issue is controlled by a single bank. 
“The very independence of a bank with monopoly 
privileges removes from it all temptation such as 
might be presented in competition with rivals, to 
extend its issue beyond the limit of safety. As the 
struggle to earn dividends is absent the bank may 
order its policy to secure public welfare.”^ It is 
possible to assign responsibihty and to check faults. 
"It puts an unmistakable duty upon those in whose 
hands the course of monetary affairs rests and 
makes impossible the negligence and irresponsible 
venturesomeness observable with a multitude of 
competing banks.”- Hence, note-j gsue_mustinvari- 
ablv b e_coutrolled_ bv__onc„ bank, .preferably™ the 
Central Bank of the ^country. 

Case of India. It will be interesting in this 
connection to remember that the Indian paper 
currency system has passed through aU these phases. 
Notes were first issued by the three Presidency 
Banks but came to be issued by the Government 
in i86i. The defects of the system soon became 
apparent and an half-hearted attempt was made to 
transfer control to one bank when the Imperial 
Bank was empowered to issue notes upto Rs. 12 
crores in the busy season on the security of inland 
bills of exchange in 1924. A real step in the right 
direction has been taken now that the newly constit- 
uted Reserve Bank has been made wholly responsible 


1 Jones— JE' co«o??72C Ciises, P. 111. 

2 Jones— p. 111. 
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for the management and control of paper 
currency in India d 

Systems of Note-issue. While the economists 
admit the necessity of elasticity as a necessar}^ 
featuie of a good system of note-issue, they are not 
agreed as to the degree of elasticity that any S5’-stem 
should possess and the extent to which the limit of 
safety may be transgressed. An attempt has, there- 
fore, been made to give a general idea of the systems 
prevailing in different countries which will also 
incidentally illustrate the difference of opinion 
concerning the principle of note-issue. 

Existing Methods of Note-issue. 

I. Fixed Maximum of Note-issue — as prevailed 
in Krance upto 1928^ According to this system 
there is no fixed relationship between the note 
circulation and the amount of metallic reserves. The 
law prescribes a maximum limit of note-issue which 
cannot be exceeded no matter what the amount of 
reserves may be. The maximum is generally in 
excess of what the note circulation is expected to 
be in normal circumstances and is liable to be 
revised upwards from time to time. This system 
is inelastic because in fixing the maximum it pays 
no regard to the relation that must exist between 
the note issue and trade requirements. It has the 
advantage of allowing unlimited discretion to the 
Central Bank of using the reserves in times of need 
while preventing any tendency towards inflation. 

If the volume of the note-issue is to be rec^ulated 
by law this is perhaps the best system. 

1 Also read chapter XIII. 

2 The legal maximum fixed ^yas 59,431 million francs. 

3 Iveynes A. Treciiise on ^loney, vol. II, jj. 2GC 
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2. Pi.xrd Fiduciary Issue (or the Currency 
Principle). This system was inaugurated by the 
I’uiglish Bank Cliartcr Act of iS^*i and still prevails 
in Great, J^ritain. I^or\vay.aiid Japan. 

In the case of ICngland, the Bajik of England 
is antliorised to issue notes' through the Issue 
De])artmenl which is quite distinct from the Bank- 
ing Department. Before 192S the Bank was allowed 
to issue notes upto a total of £ i(j.750,0f)0 without 
putting any gold or silver in the reserve. This was 
the Bank’s maximum fiduciary issue and all notes 
issued in excess of this sum had to be fully backed 
by gold. By the Currency and Pjank Notes Act of 
1928 the Bank has been authorised to issue notes 
against the Issue Department’s total holding of gold 
coin and bullion and, in addition, to issue notes 
against securities to an amount of £ 260,000,000. 
The fiduciary limit cannot be increased except by 
the sanction of the Treasury and may not continue 
for a period of more than two years without the 
ratification of the Parliament. The original fixed 
fiducinr%' princijdc continues with the only difference 
that the limit of the fiduciary portion has been 
gradually raised from £ iq millions in iSq.f to £ 260 
ns at present.' That the system has become fairly 
clastic since 1928 can be proved by the fact that in 
vSeptember 1931, when the Bank’s gold stocks were 
completely exhausted on account of heavy with- 
drawals by the Continental countries, the fiduciarj' 
issue was increased from £ 260 million to £ 275 
million. 

1 In n<l<ii(ion tlu* iiolc'; of IJMiik rtf Kiicinnd. iiotc^ nro hy 

orrfnin nnd Nortlicrti Iri'^h nniil:*' init iho latter nro not legal 

t/‘iirler in Kngland and Wale-. 

2 There hn\e !>een Niolent clinnge^ recenlly. The limit rni^'Orl 
tol;27r> tnillion ot\ Augn^^l l^t. 1031 and lowerrd to Ij 2(V1 million on 
Marcli 2, let. 103 1. Tin Deremher irith. 19 Ut, the limit uas lowered to £* 2^0 
nnllion ami in Xn\(m!)<T it raided to i‘ 220 million fm a j)eiiod of 
two montlD=. 
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In Japan, the Bank of Japan is allowed to 
issue notes to an amount not exceeding Yen^ 
120,000,000^ on the security of Government debt, 
other reliable securities or commercial bills. 
Any issue over and above this limit is to be 
secured by loo per cent gold and silver. In its 
essentials, therefore, it resembles the English 
system. 


This system requires that almost all the notes 
should be backed by an equivalent amount of gold 
{and/or silver) in the reserves. It restricts the 
fiduciary portion to a nominal figure with an 
additional proviso that the net circulation of note 
will be reduced as soon as a portion of the metallic 
reserve is lost by the exportation of gold to 
foreign countries. On the eve of the Great War 
the Government of India was legally authorised to 
issue notes worth 20 crores of rupees only against 
securities and had to find bullion or coin for the 
rest. This s^^stem obviously makes the note-issue 
as safe as gold bullion certificates which are free 
from the artificial manipulation of currency. It 
would work particularly well if the fiduciary issue 
is fixed high enough to leave the Central Bank 
in un-fettered control of the bulk of its gold 
reserves. It is, however, regarded as tin-economical 
because it makes the expansion of paper currency 
dependent not upon the prosperity of trade but 
upon the increase in the output of gold and silver 
mines. It renders the issue of curreimy very Z fd 
and inelastic and necessitates locking up of enorm- 
ous quantities of gold which could otherwise be used 
for productive purposes. It is unsuited to countries 
where gold coins do not circulate. 

3. The Percentage System, (or the Banking 

1 Yen=Rs. 1-6-0. 

2 This limit rdted to 1,000 million ye,,, „„ jgj. 
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This method permits the issuing authority to 
issue notes in any amount to meet the demand of 
trade provided that there is sufficient gold in the 
reserves to convert notes on demand, ihe note- 
issue under this sj^steni is more clastic but this 
elasticity is secured at the expense of deliberate or 
unconscious infiation of currency with a correspond- 
ing rise of prices. It is extravagant in locking up 
gold for it does not exempt the irreducible minimum 
of note-issue permitted by the Fixed Fiduciary 
vSysteni. It also creates serious tightness of currency 
in the event of gold leaving the country in large 
amounts. 

4. This is a variant of the 3rd. According 
to it, all or some part of the percentage reserve 
required against the note-issue ma}^ be held, not 
in actual gold, but in bills or cash at some foreign 
bank. The method is usually adopted b}^ countries 
which have restored the gold standard with the 
assistance of the League of Fations and is in 
accordance with the recommendations of the Genoa 
Conference of 1922. It has the great advantage 
of economising gold but is open to the same 
objections as the “percentage” method. The 
economy of gold is, more-over, optional and there 
is a danger that considerations of fashion and 
prestige may lead some countries to hold actual 
gold. 

The Right Principle of Note-issue. The sys- 
tem which a country should adopt would depend 
mostly upon the supply of gold, the habits of the 
people, and the conditions of the nione}'’ market etc.. 


[ Coniinued from page 27 ] 
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but, as a matter, of principle, every civilised country 
should have only one form of note and that issued 
by the Central Bank. The Bank should be quite 
free to manage its own reserves and those of the 
member banks but the law may usefully hmit its 
discretion in two ways, namely, («) it may require 
that the gold reserves shall not fall below a stated 
minimum figure, and that (6) the note-issue shall 
not exceed a fixed maximum. This would create a 
psychological confidence and prove a delaying safe- 
guard in emergencies. Such a system exists in 
Italy and Spain. In the case of Spain, the reserve 
requirement is peculiar. The percentage is made 
to increase with increase in issue up to the maxi- 
mum limit. It is unduly safe and hence inelastic 
and does not serve as a good model to more enter- 
prising countries. 


SUMMARY 

Elasticity of Paper Currency. Paper money must be 
elastic, that is, its supp lv-must-be-^capable of -being increased 
or decreased in accordance with the requirements of trade. 
Elasticity is particularly necessary in the case of agricultural 
countries like India where the demand for currenc}’’ varies 
from season to season and where cheque currency is compa- 
ratively less popular. 

Mobility of Paper Currency. Refers to the ability of 
P.ap^L.cutrency_,to.,be.moved~frora places where it is abundant 
to places where it is scarce. 

Government voshs Bank Note-issue. The government 
departments do 'not keep in direct touch with trade and 
industry nor are the)' sensitive to conditions in the financial 
and commercial world. They study every problem patiently 
and minutely and are, therefore, unable to make quick decisions 
in emergencies. There is also the danger of political conside- 
rations and financial needs of the state determining the volume 
of currency in circulation. The bank note-issue is consequently 
more desirable. 
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Single versus Multiple Note-issue. Should one or all 
banks be allowed to issue notes ? One bank can co-ordinate 
credit and currency more effective!}' and can ensure greater 
degree of elasticity and mobility than many banks following 
conflicting policies. A single bank has less temptation to 
make profits out of note issue and can at once be pulled up as 
soon as that desire becomes apparent. 


Systems of Note-issue In order to secure elasticity and 
yet provide sufficient safeguards against undue expansion (and 
contraction) of currency, the note issue should be entrusted 
to the Central Bank which generally bases its issue on any 
of the four well-recognised principles, viz: (i) Fixed Maximum 
of Note-issue, which puts a maximum limit (which may be 
gradually increased) to note-issue which cannot be exceeded 
inspite of the size of the reser\-es. It does not regulate note- 
issue in accordance uith the needs of trade but puts unlimited 
powers in the hands of the Central Bank to expand currency 
without the fear of inflation. (2) Fixed Fiduciary Issue, 
(prevalent in England, Japan and Norway). It provides that, 
barring a small amount of notes which maybe backed by 
securities, the rest must be fully covered by metal in the 
reser\'ec. ^ It is safe but uneconomical and makes note-issue 
comparatE el\ inelastic and unresponsive to the requirements 
of trade. (3) Percentage or Proportional Reserve System 
(exists m U. S. A., Germany, India, etc.) It allows a certain 

cent) to be covered by metal 
and the rpt by secunties. This secures greater elasticitv but 
only at the expense of deliberate or unconscious inflation of 
currency It may also lock up too much geld in the reseix'es, 
and, on the other extreme, bring about a drastic reduction of 

gold being exported out of the 
countr} . (4) This system is a variant of the third. It permits 

reserves to be maintained not in gold but in bills and ^ca=h in 

s precious n,etals bit 

uumhel 5^ ''' '3*' Practice, bow- 

Tud DieSrrrrferl Considerations of fashion 

ana prestige, preier to hold actual gold. 


xiigui rrmcipie of Note-isc;iTP ^ r 
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time to time and so chosen as to allow a wide discretion 
to the Central Bank, no more safeguards are necessary. 


QUESTIONS 

1. What do you mean by "elasticity” and "mobility” 
of paper money? 

2. Give arguments for and against the government 
system of note-issue. Assuming the government monopoly of 
note-issue being undesirable, what other alternative or 
alternatives would you suggest and why? 

3. Point out clearly the comparative merits of the Fixed 
Fiduciar)’' Issue S3'stem and the Proportional Reserve system 
of note-issue in a countr}’^ like India. 

[Delhi Inter. 1930 and Delhi B.A-; 1933 ]. 

4. What do j’ou think is the right principle of note- 
issue ? Illustrate 3'our answer with reference to the systems 
prevailing in different countries of the world. 
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CREDIT money 

Meaning of Credit. We have seen that the sale 
and purchase of commodities can be made 
mone3\ It now remains for us to see how the 
same object can be accomplished without the use 
of money. A man wants a hundred rupees, and, if 
he has nothing tangible to offer in exchange, he 
borrows them against a promissor}^ note. A shop- 
keeper wishes to purchase goods from a producer for 
sale but he cannot pa}" for them straight-awa}". He, 
therefore, gives a written promise to pay the price 
of the goods sometimes hence. In either’^case capital 
has been put b}" one man at the command of 
another to be re-paid at some future time. Credit, 
therefore, may be defined as ‘protracted exchange,' 
that is, exchange which is not complete until a, 
certain period of time has expired. “Introduce the 
element of time into exchange,” says Gide, “ and itjv- 
becomes credit .... credit may be defined as the 
exchange of present wealth for future wealth 


goods m 


Now. no man will part with his .x* 

exchange for a promise to pa}" money unless he has 
confidence in the ability and wilP of the debtor to 
make payment when it falls due. This confidence 
IS partlj' based upon the borrower’s property and 

T c characteristics . Every 

creditor will satisfy himself about the character of 


1 Pnncipks of Political Economy-p. 356. 
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creditor from the debtor and such forms of 
evidence are known as Credit Instruments. These 
include Bills of Exchange, Drafts, Promissory 
Notes, Book Credits and Cheques, etc. The Bills 
of Exchange and the Bankers Drafts are used for 
foreign remittances or among people living in 
distant corners of the same country and have, 
therefore, been discussed in the chapter on Foreign 
Exchanges. Here, w'e will discuss the meaning and 
working of the other credit instruments, viz., 
Promissory Notes, Bank Notes, Cheques and Book 
Credits. 


Promissory Kotes. A promissory^ note is .an 
unconditional promise in writing to pay a certain 
sum of money at a stated time. It is the simplest 
form of credit instrument and is probably the 
first one that came in use. It may be given by 
a man or woman, by a firm or corporation, in 
order to borrow money or in payment for goods. 
It will not be accepted except by men who have 
confidence in the maker or the witness (endorser) 
whose signatures are also required to complete the 
transaction. A promissory note, therefore, is capable 
of serving as a medium of exchange only within 
^ ^3-rrow field. Its main use is not as a medium 
of exchange but as an instrument for the transfer 
of capital from lenders to borrowers. 


Bank Note. It is a bank’s promise „to pay 
money to bearer on demand. The acceptability of 

prevailing confidence in the 
j y b3,nks^ and to the convenient 

which the notes are issued, 
it milr s stock in trade, something which 

on? of ^osts. Its failure tS redeem 

bankrunfpv means immediate 

credit as a j Banks, therefore, guard their 

woman does her good name and as a 
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result people come to feel that a bank's promise to 
pay money is as good as money itself.” 

The only difference between a promissory note 
and a bank note is this that the former bears 
interest and is private. Its full value cannot be 
demanded until it matures. A bank note, on the 
other hand, is convertible at par into legal tender 
money on demand. It does not bear any interest. 

Cheques. A cheque is a_ _written order given 
to „ a . -banker -by a depositor requiring him to pay 
o n demand a definite sum of money, either to a 
speafied person or to his order, or to the bearer.^ 
It is a command which the banker has undertaken 
to honour to the extent of the amount that the 
drawer had previously deposited with him. The 
bank will obey this order if the drawer of the 
cheque has a sufficient sum standing to his credit 
at the bank to cover the amount named in the 
cheque, or if the bank has given ‘ him the right to 
"over-draw” to that extent. Otherwise the cheque 
will be returned to the person who presented it 
marked R/D (Refer to Drawer) or N.S.F. (Not 
Sufficient Funds). The cheque, in effect, assigns to 
a creditor part of the funds at the debtor's disposal. 
Its usual effect is merely to alter figures in 
the banker's ledgers or books. The payee's 
account is increased while the drawer's account 
is decreased by the amount of the cheque. Dike 
a bank note, a cheque bears no interest and 
is transferable from hand to hand without any 
formality so that the holder is prima facie the 
owner. "If there is no doubt at all as to the credit 
both of the drawer and of the bank on which the 
cheque is drawn, it is difficult to see why a cheque 
should be inferior to a bank note as representative 

1 The Bin of Exchange Act of 1882 defines a cheque as “A Bill 
of Exchange drawn on a banker, payable on demand.” 
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money, except that it is usually drawn for an odd 
sum. ^ 


Crossed Cheques. In order to avoid payments 
being made to wrong persons cheques are generally 
'a'ossed' b}" drawing two parallel lines on their 
face with the words '& Co’ written in between 
them. The crossing assures that the clieques will 
in anj' event be paid only through a banker. Tlie 
amount is simply credited to the account of the 
man in w’hose favour it has been drawn so that 
if there is a mistake it can be easily detected later 
on. 


Cheques are generally less popular because it 
is impossible to be acquainted with the cheque 
forms of all banks, the signatures of those who draw 
them and the credit of the drawers. F.vcry one 
accepting a cheque docs so at the risk of fraud 
or bankruptcy on the part of the drawer. There 
IS also_ the possibility of failure of the bank on 
which it is drawn in which case the drawee, or the 
man in whose favour the clieque is drawm, loses — the 
liabilit} of the drawer having ceased as soon as 
payment by cheque has been made. 


,,, Book Credit. It is a ver^’’ popular form of 
business credit now-a-days. After the buver lias 
completed his purchase an entry is made 'in the 
books of the seller indicating the nature of the 
c rticlcs bought and the date and prices at which 
they are purchased. Charges for professional ser- 

SThe^Tnnfr.^ ^ I'^wyer also fall 

settled either ’ accounts are final 1}^ 

method is ^?nt’ payment of cash. This 

metnoa is not only a quick and easv wnv nf 

ecordmg a sale on credit but it minimises the time 

1 Jevons, Op. Cit. pp. 210-211. 



CREDIT MONEY 


37 


of botii purchasers and sellers and obviates the 
necessity of carrying large sums of mone^’- to make 
cash payments. In practice, however, it is attended 
by numerous abuses. A book entry is subject to 
dispute. There may or may not be a definite date 
agreed upon as to when payment is to be made 
although the seller may sometimes offer a discount 
to facilitate settlement within a short period of time. 
It locks up the invested or borrowed capital of the 
seller for an indefinite period of time and is 
frequently a prolific source of slow collections, bad 
debts and huge losses. The sellers are, therefore, 
compelled to quote higher prices which are passed 
on at continu^ly increasing levels to the consumers. 

Characteristics of Credit Money. Tike all 
other forms of mone}’’, credit instruments also niust 
possess at least four qualities, viz: (i) They must 
be issued by a person in whom all people have 
confidence; (2) they must be in convenient 
denominations; (3) they must be easily recognisable; 
and (4) they must be difficult to counterfeit.^ 

They differ from money instruments in more 
than one respect. They ^ have no intrinsic value 
and circulate on the strength of the reputation 
and financial stability of a single person or institu- 
tion. They pass less frequently and less rapidly 
from hand to hand and are seldom hoarded. 
Unhke money, all forms of credit do not possess the 
same degree of acceptability. A man’s cheque or 
promissory note, for instance, will be taken only by 
people who know him and trust him whereas every 
one will accept a bank note. Credit may, there- 
fore, be divided into two classes; (i) credit of 
general-aGceptabilit}^-, such as bank notes; (2) credit 
of limited .acceptability, such as bank cheques,. 

1 JobnsoTi — Monei; Cuyye7ic2;~p, 42. 
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drafts, and promissory notes. Credit of the first 
class is often called money and is even so named 
in some scientific treatises but we have treated it as 
credit. 


Does the Creation of Credit Mean the 
Creation of Wealth? In view of the important 
part played by credit in the industrial life of to-day, 
some people are inclined to believe that credit 
instruments are real wealth, true capital. They 
believe that credit is a factor of production and 
that it can create wealth quite as well as land or 
labour. But this is an illusion. Credit is nol.2. 
factor of production. It is merel}'- a method of 
production just Hke exchange and the division of 
labour. It consists in the transfer of wealth or 
capital from one person to another. But to transfer 
is not to create. Credit can no more create wealth 


than exchange can create commodities. As Mill has 
neatly put it, “credit is simply permission to use 
the capital of others.” Suppose, for example, A 
lends Rs. loo to B and gets a promissor}’^ note from 
him in return. The total is undoubtedly Rs. 200 
(Rs. 100 in cash with the borrower and a note worth 


Rs 100 with the lender). B’s note, however, may 
be capital for A but cannot be capital for the natio7i 
for A cannot negotiate the paper until some one 
will give him money or goods in exchange for it. 
The promissory note, therefore, is not capital but 
simply affords A an opportunity of obtaining other 
capital in lieu of what he has given up. Besides, 
A cannot support life or carry on production merely 
by means of pieces of paper. If credit instruments 

q^ite possible 

... ® wealth of any community by having 

exoLnge for I“promissorf note° “ 

ever, fe denied"TC7 bor“ wr^ies^' 
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allowed to remain idle, there would be some justi- 
fication for calling credit capital. For money 
borrowed for the improvement of business and 
production is nothing but credit for purposes of 
production. Thus, credit does not increase capital 
in any material sense, nor is it. in its inception, an 
increase of capital. It is but a means by which 
capital _c an..-be-~giyen_mobilitv-- and hence greater 
efficiency — just as horses which give to cavalry-men 
no increase in actual numbers, but impart to them 
greater mobility and increased activity. 

Advantages of Credit. Although credit cannot 
be called productive in the strictest sense of creating 
capital, it renders eminent services to production 
b}' enabling us to use existing capital to the best 
possible advantage. Even in the case of consump- 
tion, where it has ordinarily disastrous consequences, 
credit renders useful service in helping us to tide 
over temporary difficulty and to keep simple 
accounts. The advantages of credit, in a simple 
language, may be summarised thus : — 

1. Credit helps production by transferring 
jyealth from the possession of those who 
do not want it to those who can make a 
proper use of it , 

2. It furnishes us with better and more .com 
y enient met hods of ..payment of large 
sums of money inside the country [e.g., a 
cheque) as well as outside {e.g., a bill of 
exchange) ; 

3. It acts as a stimula nt to the growth of 
papital. The introduction of credit insti- 
tutions {e.g. banks) and credit facilities 
{e.g. lending of credit) have encouraged 
saving and investment of capital ; and 

4. It enables us to economise the.use_of gold 
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and silver as means of payment. The 
use of credit displaces gold in circulation 
and, to that extent, lowers the value of 
gold. This tendency can be noticed in 
western countries during the period 1896 
to 1913 d 

In short, credit makes possible a more complete 
utilisation of human and natural resources, sti- 
mulates large scale production, and increases the 
efficiency of labour and capital. It has become so 
much a matter of habit that we seldom give 
thought to it. Yet it has proved to be the most 
vital problem in the economic activities of the world 
since 1914. “As a tool of exchange money is a 
great time-saver. Credit, however, performs the 
same service and does it with infinitely greater 
rapidity. Money surpasses barter as the modem 
railroad ‘flyer’ surpasses the crawling canal boat, but 
credit leaps to its task with the swiftness of elec- 
tricity. If the world were stripped of its telegraph 
wires, its means of communication would not suffer 
more than would the business world if credit were 
destroyed.”^ One is, therefore, not surprised to see 
that in the industrial countries of modern times 
the use of the ordinar>’^ media of exchange is becom- 
ing less important except for small transactions. 
“The soundness of the monetar}'- systems of diffe- 
rent countries and therefore of the world, must 
depend upon the soundness of the credit s^’^stem — a 
: system in which the ordinary legal tender plays the 
‘ part of diminishing importance.”'^ 

Evils of Credit. Inspite of the numerous 
advantages conferred by credit on society its dan- 
gers should not be over-looked.*" 'When money is 

1 See Taylor The Credit Sj/sfcm -Chapter 11. 

2 Johnson— jlfowey and Currency— ■p. 53. 

■o Vakil and Muranjan-CHrrcnci^ and Prices in India— p. 525. 

4 Also read hvit-A Manual of Foreign Exchangc-pp. 16-18. 
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borrowed for purposes of consumption, it is spent 
much more blindly than the one earned with the 
sweat of the brow. Similarly, when funds are 
raised for productive enterprises, the borrowers are 
tempted' to spend them much more recklessly than 
if the money was their own. This frequently leads 
to over-production, over-investment and speculation 
which is often a cause of business destruction. 
-The credit system disguises the financial weakness 
of a business community by enabling the unscrupu- 
lous people to continue in business with the help of 
borrowed money. The eventual failure of such 
people brings ruin not only to themselves but to 
many of those who had established commercial rela- 
tions with them. If the amount of credit money is 
much in excess of other. media of exchange, there 
are chances of weakening public confidence. Utmost 
care is generally bestowed to the control of bank 
notes and yet a single untoward event may often 
shake public confidence and result in drastic contrac- 
tion of currency. The modern credit organisation is 
also responsible for concentrating capital in the 
hands of big capitalistic producers and indirectly 
responsible for the exploitation of labour and exter- 
mination of small-scale producers. Since credit is 
the life-blood of modern trade and industry, it is 
necessary to control it through some responsible 
agency which in most-countries is the central bank. 


SUMMARY 

Meaning of Credit. Credit may be defined as ‘protracted 
exchange,’ that is, exchange of present wealth for future 
wealth. The fundamental elements of credit are confidence 
and time. All credit transactions are based on the confidence 
in the ability of the borrower to return what he owes together 
with any agreed interest payments and also in his willin^ess 
to make such payments. Thej' are helped bj’’ the stability of 
political institutions, the general economic conditions and the 
laws of each country. 
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Instruments of Credit. Bills of Exchange and Bankers 
Drafts are discussed in the chapter on Foreign Exchange. A 
Promissory Note is an unconditional promise in writing to 
pay a certain sum of money at a stated time. It is frequently 
used by borrowers of money and circulates within a very 
narrow field. A bank note is a promissory note issued by a 
bank. It is convertible into legal tender money on demand and 
does not bear any interest. A cheque is an order drawn on a 
bank by an individual holding a deposit with it and calling 
upon it to pay a specified sum of money to the bearer or the 
person named on the cheque. It resembles a bank note in all 
essential respects except that while the former may be drawn 
for an odd sum, the latter is always drawn in round figures. 
To avoid payment beiug made to wrong persons cheques are 
generally crossed with two parallel lines being drawn across 
them with the words “& Co” written in between. A crossed 
cheque cannot be cashed. It can only be credited to the 
account of the holder. Cheques are generally risky. Every- 
body accepting thein does so at the risk of fraud and bank- 
ruptcy,^ Book Credit is an entry in the books of the sellers 
indicating the articles and date of sale. It is safe and conve- 
nient except when debtors hold up payments for long periods 
resulting in heavy losses to the creditors. To guard against 
such emergencies, sellers generally charge higher prices from 

likely to be prompt in the settlement 

oi their accounts. 


Characteristics of Credit Money, it must be issued by 
people who can_ inspire confidence. Credit instruments must 
be convenient in size and shape and difficult to counterfeit. 

S ra^T^hoarfed 

Is Credit Capital ? No. Credit is not capital nor a factor 
of production in the same sense as land and labour are. Credit 
is only a method of production just like division of labour 
It does not create wealth but simnlv traw^ffirc If rt ■ fu-' 
act of transfer it makes wealth fi’ ^ 

soma justification in rogarding it a" captol ‘ 

engag^^TnteSng'out'goW'in producer who is 

enables those who have sfved to invesf demand. It 

an income. It is a convenient meinf savings and obtain 
economy in the use of precious metals^ payment and permits 

Eviit ot Cre«. When burrowedl unpeoduotive purposes, 
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loans are often misused. Even in production, borrowers' 
are more inclined to play with the money of others than with 
their own. It leads to capitalistic exploitation and extermina- 
tion of small scale producers. 


QUESTIONS 

1. What is credit ? Describe its nature and the forms 

in which it is expressed [Punjab B A. 1931] 

[Delhi Int. 1932] 

2. Distinguish between mone)’' and credit instruments. 

What are the advantages of credit to modern commerce 
and industry. [U. P. Board Int. 1933) 

3. Distinguish between a cheque and a bank-note. ”The 
use of cheque involves the element of belief to a much greater 
extent than that of the bank-note." Explain how? 

[U. P. Board Int. 1933] 

[Delhi Int. 1930] 
[Calcutta B. A. 1923] 


4. "Can Credit Create Capital" ? 



CHAPTER V 

Val,ue of Money — index numbers 


Meaning of the Value of Money. While 
recounting the services of money to mankind we 
had observed that the use of money may lead to 
great peril and confusion if its value does _ not 
remain stable. We shall now study that point a 
little more in detail. The expre.ssion “value of 
money” is used in various senses. In the first 
place, it is used to denote the rate of interest or 
the rate of discount which is nothing but a reward 
for lending money for long or short periods 
respectively. It is also used to indicate the value of 
the monetary unit of one country in terms of the 
monetary unit of another which is more popularly 
called the rate of exchange and which is more fully 
discussed in the chapter on Foreign Exchanges. 
But for our purpose in this chapter we shall use 
it to refer to the ability of money to command 
other goods and services in exchange. In- this sense 
the value of money is analogous to the value of 
anything else. Just as the value of bread, cloth 
etc., may increase in the sense that the amount of 


money demanded in exchange has increased, simi- 
larly, the value of money may be said to have in- 
creased if the amount of things ill general, which 
will be given in exchange for a given unit of money, 
has increased. Thns, while the value of commodi- 
ties is measured in terms of money, changes in the 
value of money must be measured by the upward 
and downward movement of prices in general. Such 
changes are spoken of as variations in the general 
l^el of prices or, as a rise or fall in the pur- 
power of money. To use a mathematical 
phrase, prices are the ratio between the value of 
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money and of other commodities and may be altered 
by a change either on the side of money or on the 
side of commodities.^ 

Importance of Fluctuations in the Value of 
Money. Under the complex conditions prevailing 
in the modern world, all complicated stages of a 
business transaction are rarely completed at one 
time. In the majority of cases they involve contracts 
expressed in terms of money, their settlement being 
deferred over widely varying periods of time. It 
is, therefore, desirable to have a correct idea of 
the extent of the variations in the purchasing power 
of money to fix the value of deferred payments 
and to correct the liardships to debtors or creditors, 
to wage-earners or ro those in receipt of fixed rents 
and incomes which often arise from such variations 
in price levels. Comparisons in the purchasing power 
of money, at different periods of time, throw 
considerable light on the economic condition of 
different classes and enable us to form a fairly correct 
idea of a rise or fall in the standard of comfort.^ A 
few examples will make it clear. Suppose a man 
earns about Rs. 50 a month. He is able to buy 
just as many commodities as are urgently required 
for himself and his family. If the prices of 
commodities go up, or what comes to the same 
thing, if the value of his money decreases, he shall be 
able to buy fewer commodities only and thus 
starve his family of some of the most essential 
necessities of life. Similarly, if a man lends 
Rs. 100 at a time when prices are low and gets 
them back when prices are high, he actually 
receives less purchasing power, or fewer commodities, 
than what he had originally parted with. Hence, 
when the purchasing power of money changes, 

1 Layton and Crowther — Introduction to the Study of Prices, p, 8 

2 Also read end of Chapter VI. 
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either the debtor or the creditor loses more than 
justice demands. “Men sow where they do not reap 
and reap where they do not sow”.^ 

Measurement of Price Changes— Index Num- 
bers. The usual method of measuring changes 
in price (and the purchasing power of money) is by 
means of Index Numbers. The Index Number 
shows, at a glance, variations in the prices of 
articles in general — called price level — as well as 
of individual commodities with corresponding 
changes in the value of money. It is a number 
which represents the price of a chosen commodity, 
or group of commodities at a selected date (called 
the base) which is used as a standard wherewith 
we ma}^- compare the prices of the same article at 
a later date. Suppose that wheat, cloth, sugar, 
rice and ghee are the articles selected and that we 
wish to ascertain how much the value of money 
has changed with respect to those since 1925. Now, 
suppose that wheat has risen from Rs. 5 to Rs. y-l 
a maund, cloth from Re. i to Rs. 1-8-0 a yard, 
sugar from Rs. 20 to Rs. 25 a maund, rice has 
fallen from Rs 20 to Rs. 15 a maund and ghee 
from Rs. 50 to Rs. 40 a maund. It is quite obvious 
that whereas the value of money in respect of the 
first three commodities has declined (owing to 
rise of their prices), it has increased in respect 
of the last two. It will also be noticed that the 
degree of the rise and fall is also not the same. 
In order, therefore, to ascertain whether the value 
of money, on the whole, has increased or decreased 
and the degree of this rise and fall, we would 
represent the price of each article in the basic year 
(1925) by 100 and call it the Old Index Number 
and represent the price of the same article in the 
subsequent year (1935) by a figure (here-in-after 

1 Foster and Catchings— p. 23, 
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referred to as the New Index Number) which bears 
the same ratio to the Old Index Number as the 
later^price bears to the former. The sum of new 
index numbers divided by the number of articles 
will give the average for 1935 and the difference 
of this average from the basic index number (100) 
will show^ the change in prices during the period 
under discussion. 


We may illustrate the construction of index 
numbers by the following table — called the Index 
Number Table : — 



1925 1 

1935 

AETICLES 





1 

Price. ! 

Old index 
Number, 

Price, 

Neu Index 
Number. 

Whejit 

Rs. 5 a nid. 

100 

B«, 7 A a md. 






2x5 

Cloth 

Be, 1 a vcL 

100 

H a yard 

100x3 




2 — ^50 

Sugar 

20 a nid. 

100 

Bs. 25 a md. 

100X25 

2U — 

Bice 

Bs. 20 a md, , 

100 

Bs. 15 a md. 

100x15 

20 ='^5 

Ghee 

Bs. 50 a md. 

100 

B*;. 40 a md. 

100X40 

50 

Index Numbers 

5| 500 

100 

5 1 580 

JJ(3 


It is clear from the above table that the prices, 
^ on the whole, (or the general price level) have 
mcreased from 100 in 1925 to 116 in 1935^ i.e., 
by 16 per cent. We can also say that while in 

1 The figures are purely imaginary. 




48 INTRODUCTION TO MONEY, EXCHANGE AND BANKING 


1925, 100 units of money could purchase the five 
articles given in our list, in 1935, 116 units would be 
required to purchase them. Hence the purchasing 
power of money has fallen by 16 per cent. 


DiflQeuIties in the Way of Constructing Cor- 
rect Index Numbers. The index number tables 
are not easy to construct with sufficient degree of 
accuracy.^ The selection of the basic year is of 
the foremost importance because if an abnormal 
year of uncommonly high or low prices is chosen it 
would tend to mislead the average reader regarding 
the rate of increase or decrease of prices of 
other years. It has become customary in many 
economic comparisons to take 1913 as the basic 
year but there is no particular object in so doing 
except in so far as it is the last year before the 
Great War when the prices were more or less 
stable all over the world. The official basic year 
in India is 1873. ^ Some economists take the average 
price of a series of years as a more correct 
base e.g.^ the prices prevailing in 1845-50 constitute 
the basis of the Economists index numbers 
but the advantages derived from this course seem 
to be doubtful.^ It is not always possible to 
obtain reliable figures of retail prices. Consequently, 
calculations are often based on changes in whole- 
sale prices although it is well-known that they are 
not necessarily accompanied by changes in retail 
prices.^ Moreover, one can never be certain that 
the things whose prices he is comparing are always 

thP difficulty arises from 

the constant shifting of human wants. Articles of 

great consequence in one period may lose their 
importance m the next and may eveJceSe to be . 

unattainable but even untlnnk.Xe^'’^^E^hPrt^n^'^ 

same view. Read his page ejcpressed the 

2 See 1905 volume of Government of India’s Index Numbers. 
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consumed at all. Again, all articles are not 
necessarily wanted by everybody and our estimate of 
the rise or fall of the value of a particular class may 
be completely wrong if it includes commodities 
not generally consumed by that community or if 
it does not include articles which constitute an 
important part of the consumption of that class of 
people. _ In other words, index numbers must be 
made with a definite purpose in view. If they are 
intended to measure changes in the value of 
money in the most general sense for a particular 
country they must include, in addition to all 
important articles of consumption, things like land 
and houses and the cost of service of education, 
railwaj^s and domestic servants etc.^ But for the 
purpose of throwing light on changes in the cost 
of living of different sections of the society the 
selection of commodities must be different in differ- 
ent cases. It must also be emphasised that the 
index numbers are mere averages. The rise in 
the price of one commodity may be offset by a 
corresponding fall in that of the other but the people 
may be more seriously affected by the former than 
the}^ are relieved by the latter. 

Weighted Index Numbers. While calculating 
the average price for an}’’ year some statisticians 
do not attach the same importance to aU com- 
modities. For, if wheat prices rise 50 per cent, over 
the basic year and ivory prices fall to an equal 
extent, it will be obviously unfair to average the 
two and declare that prices as a whole have been 
unchanged. The part of ivor}’’ in our total trade 
is insignificant when compared to that of wheat. 
Consequently, a commodity which is more important 
in consumption or trade of a country receives 

1 Sauerbeck’s list includes 37 articles, Soetbeer’s 114, ytbe 
the Economises Index Nnmher is based upon an average or 
articles. 
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greater "weight” in accordance with its relative 
importance for the particular object in view. For 
example, if the value of wheat consumed in a 
country is four times the value of sugar and 
twice the value of cotton, the number loo wall be 
assigned to sugar, 200 to cotton and 400 to wheat. 
This sort of average is called the "weighted” 
average to distinguish it from the arithmetical 
average which is ordinarily used. Tet us assume 
that the value of the five articles in the previous 
table is not the same and that they are consumed 
in the ratio of 5, 4, 3, 2, i. The form of the pre- 
vious Index Number Table will have to be changed 
as follows : — 



1925 

1935 

Articlec. 

Prices. 

Old Index 
Number. 

Prices. 

New Index 
Number. 

Wheat 

Rs, 5 a md 

5 y 100— 500 

Rs. 7^ a md. 

.^100X15 

OX =,'o0 





0 x 2 

Cloth 

Re. 1 a yd. 

4x100=400 

Rs. n a yd. 

-600 

; Sugar 

Rs 20 a md. 

3x100=300 

Rs. 25 a md. 

3x^^^^=375 

Rice 

Rs. 20 a md. 

2x100 =200 

Rs, 15 a md. 

2x'“f“-150 

Ghee 

Rs. 50 a md.j 

1X100=100 

Rs. 40 a rad. 


Total ljnits=5-[-4-l-3+2-{-l=l5. 

1 


I Index Numbers= 

15 1 1500 


15 1 1955 



100 


130.3 


The rise of pnces according to this calculation is 
30.3 per cent, as against 16 per cent, found on 
the basis of un-weighted index numbers. The 
weighted index numbers, therefore, give a more 
correct view of the rise or fall of prices (and 
conversely, of the decrease or increase in ^ tfe 
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purchasing power of money) but, in actual practice, 
reliable statistics of total expenditure are not 
available and the relative quantities of different 
commodities consumed change considerably between 
one period and another. Hence, even some 
of the mathematical economists have expressed 
themselves against the system of ‘'weighting," 
Edgeworth , for example, does not consider weighting 
of much importance and Giffen has expressed 
the same opinion.^ Some of our best known 
index numbers, viz., those of the Economist, 
Jevons, Soetbeer. and Sauerbeck are based on 
unweighted averages. 

Making of Index Numbers in India. After pri- 
vate attempts at presenting reliable index numbers 
had failed, the Departn^nt of Commerce and 
Industry’’ of the Government of India began to 
issue an official publication upon price-movements 
entitled "Index Numbers of Indian Prices” in 
1905. It deals with wholesale prices and contains 
39 articles with 1873 as the basic year. It is of 
the unweighted t5^pe. Messrs. Vakil and Muranjan 
have regarded this procedure as most unsuitable 
to the case of a country like India. "In India, 
the annual wealth derived from agriculture is several 
times as large as that derived from all other sources. 
Even this total agricultural wealth is made up 
predominantty by certain staple commodities, while 
others are comparative^ insignificant. The equal 
importance assigned to each of these 39 commodities 
has imparted to these series a most undesirable 

bias Among the different classes of goods 

themselves, the total share in the trade and com- 
merce of the country is most unequally divided. 
Rice, wheat and sugar claim more than half the 
share of the total trade in foodstuffs. Cotton and raw 


1 Seethe JReport of Biiiish Associatioy^ y 1S8S, p. 184 
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These figures show that whereas the prices of 
cereals and pulses have decreased, the cost of fuel, 
fighting, clothing and house rent has increased. 
The pric^-s, on the whole, have fallen from loo to 
98 [i.e. b3' 2 points) pro'^dng that the working classes 
were slightly better ofi' in April 1935 than just be- 
fore the War (Jul}' 1914). 

Similar statistics are maintained in some other 
towns e. g. Ahmedabad, Sholapur, Nagpur etc. It 
is highl}' desirable that cost of Imng index should 
be prepared in other important towns also, 
especiall}^ where wage pa3^ments are made mostty on 
a cash basis, in order that public opinion ma3' be 
weU informed in cases of labour disputes involving 
wages. 


SUMMARY 

Meaning of the “Value of Money.” It mai’ mean the 
rate of interest vrhich is the reward (price) for the use of 
mone}'. It ma}' also imply the number of units of the mone}' 
of one countr}’ that will be given in exchange for the 
money of^^ another country. In this chapter the “value 
of money” has been interpreted to mean the exchange 
value of money in respect of goods (and services) within the 
country. 


Measurement of Changes in the Value of Money, Changes 
in the value of money are measured by means of Index 
Is umbers ^ An index number is a device for ascertaining the 
average rise or fall of prices of a number of commodities. 
Prices are quoted in all kinds of denominations — wheat per 
maund ; cloth per yard ; and shoes per pair. Such quotations 
are incomparable with one another and the index number 
serves to reduce them to a common base Prices in a particular 
year— called the base— are taken and represented by 100 fold 
index number). Then the prices of subsequent 3’ears are found 
yspresented by figures which bear the same ratio to the 
old index numbers as the latter prices bear to the former. 

he sum of index numbers divided bv the number of com- 
modities gives the average for two years and incidentally shows 
erage rise or fall of prices. 
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Difficulties in the Way of Constructing Index Numbers, (i) 
Difficulty of selecting a _ proper basic year for an abnormal 
year may prove misleading for comparisons ; (2) Difficulty 

"of getting correct figures of retail prices. Hence, in com- 
piling index numbers, wholesale prices are usually emplo3^ed 
although their changes are not adequately reflected in 
retail prices ; (3) Difficultj'- of selecting commodities whose 
prices are to be incorporated in the index number formula 
since it is clearly impossible to include the prices of all 
commodities. This difficulty is overcome by making differ- 
ent calculations for different people and for different pur- 
poses because then only those articles may be included 
which have a bearing on the problem at issue. 

Weighted Index Numbers. All articles are not equally 
important. In order to bring out their relative importance, 
the ratios of the value of commodities consumed in a fixed 
period of time are found and multiplied by the index 
numbers. For example, if the value of wheat consumed 
in a country is four times the value of sugar and twice 
the value of cotton, the number 100 will be assigned to 
sugar, 200 to cotton and 400 to wheat. In actual practice, 

reliable statistics of total expenditure are not available and 
the relative quantities of the different commodities consumed 
ie change considerably between one period and another. Hence, 

e many eminent economists have abandoned ‘w’eighted’ in 

favour of ordinary index numbers. 

Making of Index Numbers in India. They are com- 
piled and issued by the Government of India, ‘ The Index 
Number of Indian Prices” contains 39 articles wuth 1873 as 
the base. It is not weighted and has, therefore, been 
adversely criticised by Messrs. Vakil and Muranjan in their 
Currency and Prices in India. According to ^ them, 
culture in India is by far the most important industr\' and 
some staple agricultural products are much niore^ important 
than others. Moreover, different goods are sensitive in different 
degrees to changes in economic conditions. 

V Cost of Living Index Numbers. Index Numbers are 
'-especially employed for the purpose of estimating changes 
in the standard of living of the same class of people ^ in 
different periods. A specimen of the Cost of Living 
Index of the w'orking classes of Bomba}' is given. It is 
weighted. 
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QUESTIONS 

1. What is meant by the “Value of Money”? 

2. What is an Index Number ? Explain carefully 

the method of constructing a simple index number and 
point out the use of index numbers for economists and 
businessmen. [Agra B. A. 1932 and 1934]. 

3. What precautions are necessary in using index 

numbers as a test of changes in the purchasing power of 
money ? [Calcutta B.'A. 1927]. 

4. Explain the importance of “weighting” in construct- 
ing index numbers and examine its practical difficulties. 

5. What do \"ou mean by Cost of Living Index Num- 
bers ? Construct a Cost of Living Index to show the difference 
in the standard of living of the factory labourers of your pro- 
vince since the War. 

6. Write a critical note on the making of index numbers 
in India. 


CHAPTER VI 
VAiyUE OF Money {Continued) 

QUANTITY THEORY OF MONEY 

Having seen how changes in the value of money- 
are measured, we proceed to determine the causes 
of such fluctuations. It has already been pointed 
out in the previous chapter that money, bmadly 
speaking^ is akin to any other commodity and that, 
assucET its -ralue is determined by the same force 
yf^demand for jt and supply of it available. 

\ 

Demand for Money. The d emand Jor money, 
^ whic h is essen tially, dependent^ upon the Eabits_ahd 
custom s_oLeach _ commun^y , consists in the totaP 
volunie^ bu siness transactions of 'all kinds which 
have to be performed' within a given time with The 
aid of all kinds, of mqney^ More money, for, 
ins^ce. wiH be required, other thmgs~beihg'^equal, 
i n a" coun~ti3 ^ where the jiuml^r^p^f _articles .produced 
(and~toTe exchanged) i^ g reater than when the 
number of suc h. articles, is smaller. 

apply of Money. By the supply of money is 
. .At the quantit y of money, .units, available for use 
as a medium oEexchange. “The supply of mqne}'-”, 
saysTStillT'^^all the money .in. circulation at the.time; 
the demand for rnoney, .consists . of all . the .goqd^ 
o Ifefed~fof~sale. ~ As the whole of the goods in the 
market compose the demand for money, so the 
whole of the money constitutes the demand for 
^goods.”^ 

1 Principles of Political Econo7ny— IBook III, Chapter VllI, 
Section 2. 
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The Quantity Theory of Money The theory 
states — "The value of money, other things being the 
same, varies inversely as its quantity; every increase 
of quantity lowers the value and every diminution 
raising it in a ratio exactly equivalent.” (Mill). 

This is a self-evident proposition. In a primitive 
society, unaccustomed to credit, in which all the 
metallic money passes from hand to hand and each 
unit of money circulates once only, the quantity of 
metallic money determines the purchasing power 
of the monetary unit. 

Illustration from a Simple State of Society. 

An example will make it clear. Suppose there are 
100 commodities in a country and there are loo 
rupees to purchase them with. Assuming that (a) 
each of the loo commodities is bought and sold once, 
that (b) each of the loo rupees is spent just once, and 
that (c) there is no barter or hoarding, the price of 
each commodity, on the average, would be Re. i. 
Now, suppose that there are 200 rupees with which 
to purchase the same 100 commodities. Making the 
same assumptions as before, the average price of 
each unit of commodity rises from Re. i to Rs. 2. 
The number of commodities which Re. i purchased 
before can now be purchased with Rs. 2, in other 
words, the purchasing power of each unit of money 
has been cut by half. But, if instead of Rs. 100 
only Rs. 50 in circulation and if all the 
conditions mentioned above are fulfilled, the value 
of money is doubled It is, therefore, obvious that 
an increase in the amount of money causes a fall in 
its value and a rise in prices; and that conversely, a 
decrease in the quantity of money causes a rise 
in its value and a fall in prices, in each case, in 
proportion to the change in quantity.^ 

1 Advanced etndent^ must read Keyne’s A Treatise on Mona/ and"^ 
Iract on Monetary Ref<nms 

2 Note that the prices of commodities and the purchasing: power 
01 money are inversely pioportional to each other. 
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The Equation of Exchange. The theory may 
best be explained ^dth the help of an equation of 
exchange. Adopting the form adopted by Irving 
Fisher, the best exponent of the theoiy’-, let 
us represent the total annual expenditure on 
commodities in aii}^ community by E whilst the 
average amount of money in circulation is M. Now, 
it is hardly likely that the average amount of money 
in circulation (M) is equal to E — the total 
expenditure. The same monetaiy- unit must have 
been used a number of times to do the requisite 
amount of w'ork. The capacit}^ of money to change 
hands repeated^ is called its velocity of circulation 
(or the average rate of turn-over of money) and may 
be calculated bj’- dividing E b}' M. Hence, 

V=? or E=MV. 

RI 

In other w^ords, the total circulation of money in 
the sense of money expended is equal to the total 
mone}’’ in circulation multiplied by its velocity of 
circulation or turn-over. 

In the above equation we have two sides — the 
“mone}’' side” represented by MV (i.e. the amount 
of money in circulation multiplied by its velocity) 
and the expenditure or “goods side” which is 
represented by E. The latter requires further 
elucidation. Let us suppose that the average 
price of a particular commodity, say wheat, within 
the period, is represented by p while the total 
quantity purchased in the same period is 
represented by q. Then the total expenditure on 
that commodity will be equal to the product of 
these two factors, namely, pq. Now assuming that 
wheat is the only article on which the money is 
spent, the equation will read as: 

pq=MV. 
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QUANTITY THRORY OF MONEY 


Example Mofidied to Suit Modern Conditions. 

In the complex world of to-day, however, conditions 
are slightly different. In addition to metallic coins, 
there is a considerable amount of bank money 
always 'in circulation and, owing to improve- 
ments in means of transport and extension of 
banking facilities, each unit of bank money changes 
hands more than once. Representing bank money 
by Ml and its velocity of circulation by Vj the 
above equation may be amended as follows: — 

MV+MiVi 

T 

Now, in a given community there is a definite 
relation^ between the money in circulation (M) 
and the bank money withdrawable by means of 
cheques (Mj) so that if there is a change in M 
there will be a proportionate change in Mi leading 
to an exactly proportional change in the general 
level of prices. 

We are now in a position to understand the 
true significance of the words “other things being 
the same” used by Mill in his definition of the 
Quantity Theory. “Other things” include the 
r api dityipf^circulation of money, the proportion of 
bu siness done by_ barter and on credit, the 
condition of trade and the amount of business done. 


1 “In a given community the quantitative relation of deposit 
currency to money is determined by several considerations of conve- 
nience. In the first place, the more highly developed the business of a 

community, the more prevalent the use of cheques A gam, tne 

more concentrated the population, the more prevalent the use of cneques. 
]n cities it is more convenient both for the payer and the payee to ma "e 
large payments by cheques; whereas, in the countrj^ trips to a n^ant 
are too expensive in time and effort to inconvenient an , ere , 
more money is used in proportion to the amount of business Qone» 
Again, the wealthier the members of the communhy, the more Jargey 
will they use cheques.” Fisher— TZ/e Purehasw^ Powei'ofine M07iey 
pp. 51-52 
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The Quantity Theory of Money holds good if 
these ^other things" remain unaltered but if there 
is a change in them P will be affected not by M 
alone but by all other factors mentioned on the right 
hand side of the equation viz., Mj, V, Vj and T. 
To put it more simply, we might say: — 

(1) the prices vary directly as the quantity 
of mone}' (M and Md provided the volume of trade 
(T) and the velocities of circulation (V and Vj) 
remain unchanged; 

(2) that prices vary directly as the velocities 
of circulation (if these velocities vary together) 
provided the quantity of mone}' (M and Md and the 
volume of trade (T) remain unchanged; and that 

(3) prices vary inversely as the volume of 
trade (T) provided the quantity of money (M) and, 
therefore, the bank deposits (Md and their velocities 
(V and \d) remain unchanged. 

Thus there are five influences (M,M,,V,V^ and 
T) which directly influence the level of prices. Any 
other influences on prices must act through these 
five. Outside influences acting through T are: — 


(a) the differentiation of human wants; 

(b) diversification of industry; and 

(c) rapid transportation. 

Those that act through V and Vj are: — 

(a) improvident habits; 

(b) use of book credit; 

(c) rapid transportation. 
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Those that act through M are : — 

{a) import and^ minting of money ; 

' (&) bimetallisrn which introduces two metals 

I in circulation ; 

, (c) issue of bank notes. 

Those that act through Mj are : — 

(«) extension of the banking system ; 

\b) use of book credit.^ 

The Quantity Theory of Money as Applied to 
India. It has been pointed out that prices are 
affected by many factors besides the supply and 
demand of money. In addition to the causes 
mentioned above, therefore, prices may rise as a 
result of increasing cost consequent on an increase of 
freight or the cost of coal, protective duties, 
establishment of monopolies, trusts or cartels and 
fall of exchange etc,, without being necessarily 
accompanied by discovery of gold or silver mines. 
Prof. Fisher has himself admitted that the relation 
between the quantity of money and the price level 
does not hold good of transition periods. The words 
“transition periods” imply periods in which prices rise 
a^~fall" Tn sucH periods the magnitudes of the 
equation of exchange try to seek the equilibrium. 
The relation between money and deposits is not 
rigid and prices are not wholly the result of other 
magnitudes of exchange. All these magnitudes react 
upon one another in such periods. The proportional 
effect of changes in the quantity of money on prices 
is then only the ultimate effect after transition periods 
are over. But the transition periods are normal 
features of trade and commerce. They are not ex- 
ceptions. Hence the quantity theory of money holds 

1 Irving Fisher — Purchasing Poivev of the Money ^ pp* 149-150 
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good only under hypothetical and static conditions 
and not under dynamic conditions. Therefore, the 
Quantity Theory of Money, in its bald form, does 
not apply to India any more than to any other 
civilised country of the world. ^ A careful study of 
the currency history of the world will show that 
it is impossible to discover any complete proof of 
the theory in a few summary comparisons in which 
otherpossible relations of cause and effect are ignored. 
There is rise and fall in prices but it is seldom 
proportionate to increase or decrease of money 
supply. Mr. Keynes, in an article in the Economic 
Journal for March rgog, showed, by means of the 
following table, that the percentage of increase in 
currency in India was very nearly the same as that 
of the rise of prices during the years 1903-1907. 


Year. 

General Index Xumber 
of Prices. 

Estimated total of the currency- 
on the Ist. of April of each year. 

1903 

100 

lUU 

1904 

: 102 

110 

1905 

' 112 

115 

1906 

131 

127 

1907 

140 

13G 


1 It \vill be interesting to remember the rise in prices in the 
middle of the I9th century which nccompanied the discovery and 
working of new gold mines, the rise which began during the last 
years of the 19th century and continued during the early years of the 
20th century before the out-break of the Great War. ' It is true 
that this last phenomenon was accompanied by a very considerable 
increase in gold production in Australia and South Africa but it also 
coincides with a whole set of new facts-a general rise in custom 
duties, the development of labour organisations tending to restrict 
competition, trusts, cartels etc Hence, scientifically we do not appear 
to be justified in holding for certain and a prior that there was a 
relation ^ of cause and effect between this phenomenon and one of 
Its possible antecedents, after ignoring other factors which e.xercised 
an influence in the same sense and which might affbid a sufficient 
explanation. 


/ 
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The following table, based on the Report of 
the Controller of Currencj’’, tells almost the same 
Xtale:— 


Year. 

Amount of 
currency in 
circulation.^ 

Percentage in- 
crease or decrease 
of circulating 
media. 

Prices in 
Calcutta. 

Percentage in- 
crease or uecrease 
of^ Calcutta 
prices. 

Prices in 
Bombay. 

Percentage 
increase or 
decrease of 
Bombay prices. 

1920 

(In crores of 
Rs.) 

414 

100 

201 

100 

216 

loo 

1921 

' 382 

92 

178 

89 

198 

92 

1922 

381 

92 

176 

88 

187 

87 

^ 1923 

375 

90 

172 

86 

181 

84 

1924 

390 

94 

173 

86 

182 

84 

1925 

391 

94 

159 

79 

163 

76 

1926 

384 

93 

148 

74 

149 

69 

1927 

361 

87 

148 

74 

147 

68 

1928 

36S 

89 

145 

72 

146 

68 

1929 

368 

89 

141 

70 

145 

: 67 

1930 

328 

79 

116 

58 

126 

58 

1931 

295 

71 

96 

48 

109 

50 

1932 

3lC 

76 

91 

45 

109 

50 

1933 

294 

71 

87 

43 

98 

45 

1934 

307 

74 

88 

44 

93 

43 


It will be noticed that here the fall of prices 
is very much steeper than the reduction in the 
amount of circulating media proving thereby that 
“there are a large number of other factors, 
besides the quantity of money, which play a part in 
determining price-movements over short as well as 
long periods. These other factors are constantly 
shifting and difficult to measure and exert a 
greater influence than the quantity factor on the 
trend of pripes. It still remains true to assert 
that the quantity of money is one cause amongst 
others whose importance may sometimes be over- 
looked.” 


1 Does not include gold and subsidiary coins and credit money. 
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Inflation and Deflation. Depreciation and 

Appreciation. The words “ Inflation and 

“Deflation” relate to the amount of circulating ^ 
media while the terms “Depreciation” and 
“Appreciation” appty to the value of money. 
When the supply of money (including credit), 
relatively to the demand, increases to such an extent 
that the prices in general rise and the purchasing 
power of monetary unit decreases the currency^ 
is said to be ‘inflated’ and its purchasing power 
to be ‘depreciated’. Similarly, when the supply of 
money is reduced, disproportio 7 iately to demand, the 
currency is said to be ‘deflated’. Deflation is 
invariably accompanied by fall of prices. It should 
be clearly borne in mind that an ordinary expansion 
of currency (and credit) such as may be rendered 
necessary by an increase in trade or population 
would not result in inflation. Inflation would only ' 
be caused either (i) by an abnormal or deliberate 
expansion of currency and credit beyond the amount 
necessary to suppty the needs of trade at the 
existing level of prices, or (2) by a diminution of 
production, provided that the volume of currency 
remains unchanged. 

Causes of Inflation. Inflation is sometimes 
due to natural causes like a sudden increase in the 
output of mines or heavy importation of precious 
metals as was the case between 1896 and igii 
when prices rose owing to the discovery of gold 
mines in South Africa. But it is more often 
brought about artificially in times of grave national 
emergencies. For example, it is an important 
means of combating the continued menace of the 
economic depression (falling prices) in America 
now-a-days. _ The inost appropriate occasion for . 
resorting to inflation is a great war like the one we 
had in 1914-1918. War calls for expenditure vastly 
greater than can be met by the ordinary revenues 
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of the State. Additional funds may be raised 
by borrowing which may be difficult and costty 
especially when the credit of the government is 
low. Fresh taxes may be imposed but only at the 
cost of the displeasure of the people. The simplest 
and the chcape.st method, therefore, of getting 
more mone\' is to put into circulation inconvertible 
notes which the government is not bound to redeem 
and on which it has to pay no interest. The huge 
mass of these notes increases the volume of money 
which is mostly employed for unproductive (war) 
purposes. This means that a great war carries with 
it not only an increased supply of money but 
also a decreased production and, therefore, decreased 
supph' of commodities. The amount of money 
(and credit) increases much faster than the number 
of commodities and inevitabh* results in inflation. 
“It has been estimated that during the last Great 
War, and for sometime after it, while there was a 
decrease b}- lo per cent in the suppl}’ of commodities 
in European countries, the means of pajunent were 
generall}' increased b}' at least as many hundreds 

per cent The result of the creation of new 

money Ims, boon Umb a new buying capacity bas 
been put at the disposal of the government. The 
total buying capacity of the communities having 
been increased in this wa}', without a corresponding 
increase in the commodities to be bought, a general 
rise in prices has followed. Consequentby an infla- 
tion has taken place in every* one of the countries 
involved in the War.” 


J Evils of Inflation. The evils of inflation are 
many. When currenc}’’ depreciates the creditors 
lose and the debtors gain because the 'moiiej" 
borrowed when it was dear is paid back when it 
is cheap. The interest payments become of less 
value to the creditors. The rise in prices results 
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ill agriculturists, manufacturers, wholesalers and 
retailers obtaining large profits during the rise 
simply by holding their stocks which rapidly 
increase in market price. The wage-earning classes 
also lose since wages seldom increase in sympathy 
with, and in proportion to, the rise of prices. 
The enhanced profits of the entrepreneurs and 
the increase in the cost of living result in 
social unrest and labour troubles. The increased 
cost of production makes it difficult for the 
producers to compete in the markets of the world. 
Consumers and salaried persons also suffer because, 
while their incomes remain the same, they are 
called upon to pay higher prices for articles 
of consumption.^ The artificial prosperity which 
accompanies inflation undermines the economic life 
of the country and often leads to thoughtless 
extravagance particularly among the profiteers. 
The prosperity gained from inflation is more 
apparent than real. “People so habitually reckon 
their incomes and resources in terms of money 
that they think themselves better off when money 
incomes go up. They disregard, for a time at 
least, that their expenses go up also.”^ 

Methods of Deflation. Because inflation injures 
a large section of the population and robs them of 
a substantial part of their real income a policy of 
deflation is adopted to counteract its effects. 
Superfluous currency is pumped out of circulation 
either by cancelling inconvertible notes or by 
increasing the volume of production in the country. 
The Central Bank raises the discount rate to 
contract currency and even floats loans or sells 

1 For a detailed analysis of income-receivers according to the effects 
produced by a rise of prices read Introduction to the Study of Prices'^' 
by Layton and Crowtlier, p. 15; and Keynes— Ti'act on Monetary 
Reforms. 

2 Taussing— Prmctp/es of Economics-— Y o\. 1, pp. 297-8. 
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securities to withdraw money from actual circulation.^ 

Consequences of Deflation. Like inflation, 
deflation also does not help everybody. In a 
period of falling prices the economic eflects are, 
broadly speaking, the reverse of those discussed 
in connection with rising prices The burden of 
falling prices tends to press most heavily on the 
business or entrepreneur class for, while their gross 
incomes decrease, the burden of taxation and wages 
remains practically unaffected. Heavy losses weaken 
productive enterprises and cause business failures 
and serious unemployment over the whole field of 
industry. The earning class benefits from a fall 
of prices since their money wage purchases a larger 
share of goods and services than before unless, 
of course, steeply falling prices so reduce the 
income of their employers (including the government) 
as to necessitate heavy retrenchment or cut in salaries. 
Similarly,^' in agriculture the falling prices have 
disastrous consequences. In the first place, the 
prices of agricultural products tend to decline more 
quickly than those of manufactured articles. The 
farmer, therefore, has to give a greater proportion 
of his produce in exchange for the manufactured 
goods which he buys. Secondly, the agriculturist 
has to wait for a much longer period than the 
manufacturer from the time when he commences 
production to the time when he can sell his 
produce with the result that he sustains heavy 
losses because crops prepared and sown at one 
level of prices are sold months later at a lower level. 
Moreover, “All incomes fixed in terms of money such 
as interest on the National Debt, debentures and 
other fixed-interest securities, remain unaltered. 

1 The procedure is technically called Open Market Operations 
and has been explained in the chapter on Banking in India in 
connection Tvith the functions of Central Banks. 
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Thus incomes derived from those sources are able 
to purchase an increased proportion of the national 
output at the lower price level now prevailing... 
the proportion of the national output which can 
be purchased by these classes of recipients being 
increased, the amount left for distribution between 
the remaining sections of the community is reduced."^ 
Indeed it has been said that among the many 
causes of human retrogression — wars, pestilence, 
famine, bad governments, etc. — a long period of 
falling prices is perhaps the worst because it saps the 
very sources of human enterprise, deadening the 
desire to venture and b}^ checking the leaders and 
most go-ahead sections of the community, stops 
national progress and jeopardises the position of the 
whole country. 


It will be clear from the above discussion 
that both rising and falling prices are bad and 
that their evil e:ffects are experienced particularly 
in the period of transition when the relative 
economic status and welfare of different sections 
of the community are profoundly affected. “The 
rising prices and falling prices have each their 
characteristic disadvantages. The inflation which 
causes rising prices means injustice to individuals 
and classes particularly to investors; and is, 
therefore, unfavourable to saving. The deflation 
which causes falling prices means impoverishment 
to labour and to enterprise leading entrepreneurs 
to restrict production in their endeavour to 
avoid loss to themselves and is, therefore, 
disastrous to employment. The counterparts are, of 
course, also true namely that deflation means 
injustice to borrowers and that inflation leads to 
the over-stimulation of industrial activity. Thus 


1 Beport of the Committee on Finance and I7'id2istry~-(\%1) p. 86. 
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inflatioi^s._imjjistji;id_ deflation -is- inexpedient. 
Hence, in the interest of social justice and harmony 
s/'mfy4)iaces„arejthejbest. They promote stabilit}’- 
of production, trade, employment and general 
business conditions. They also ensure justice 
between debtors and creditors and between the 
wage-earners and the employers. "There is no 
nobler work for the enlightened humanity of to-day 
than that of controlling money and monetary 
policy, of regulating the supply of capital and the 
level of prices and the habits of consumption in the 
general interest of mankind.”^ 

Reflation. It is another important term widely 
used in economic discussions now-a-days. It denotes 
a condition of affairs where deflation has been 
carried out too fast or too far. If a policy of defla- 
tion has resulted in too great a fall in prices and 
too great discouragement of trade and industry, ob- 
viously the volume of currency and credit available 


1 Keynes — A Tract on Monetary Beform, Seligman has also 
expressed a similar opinion. “Both rising and falling prices create 
an unstable equilibrium which means disturbance in industry and 
unequal gains or losses to different classes. It is not high or low 
prices as such which do the harm, but rising or falling prices”— 
Principles. 

2 Wadia and Josbi — Money and the Money Market in Lidia — p. 3. 

It may be noted, however, that there are many difficulties in the 
way of price stabilisation especially in view of the existence of a large 
number of price-levels viz: retail price level, wholesale price level etc., 
Statistics of retail prices are difficult to get and the quality of goods going 
under the same name keeps on changing from time to time.^ Moreover, 
it Avould not be possible to stabilise the prices of all commodities in which 
3ase the people will tend to invest money in articles whose prices are 
controlled in preference to commodities whose prices are exposed to 
constant fluctuations. A still more fundamental criticism^ is that a 
policy of stable prices would not guarantee the absence of inflation or 
deflation. 

In view of these difficulties, Hayek, in his Future of Monetary 
Policy and Prices and Production^ has advocated a policy of Neutral 
Money, c., a system of money which will interfere as little as possible 
with the operation of n on-monetary factors. According to him the 
ratios of exchange should be the same as under barter economy and the 
presence of money should not make any difference. In other words, 
money should be neutral in its effects on prices. 
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has been rendered too small. A certain resort 
to the processes of inflation may then be necessary 
but as the result is not inflation as such the pro- 
cesses used are covered by the term “reflation” to 
convey the distinction. 


SUMMARY 


The chapter aims at investigating the causes of changes 
in the value of money. Money resembles all other commodi- 
ties because, like the latter, its value is also determined by 
demand and supply. 

Demand and Supply of Money. By the demand of money 
is meant the total volume of business transactions which has 
to be done by money while the supply of money implies the 
total quantity of money unit available for use as a medium of 
exchange. 


The Quantity Theory of Money. Expressed briefly, the 
theory may be enunciated as follows Other things remain- 
ing equal, every increase in the quantity of money in circulation 
causes an exactly proportional increase in the general level of 
prices. This can be proved by a simple example. Supposing 
that there are loo rupees and lOO commodities and 
assuming that all the commodities that are produced are 
bought and sold and that every unit of money circulates 
once only, the average price per unit will be Re. i. If, 
instead of Rs. lOO there are Rs. 200 with which to purchase 
the same 100 commodities, the average price of each unit of 
commodity will be raised from Re. i to Rs. 2 (doubled) and 
the purchasing power of each unit of money will be reduced 
by half. The relation between the amount of mone}' and the 
prices can also be explained with the help of an equation of 
exchange U E represents the total expenditure in a given 
period of time and M the amount of money in circulation it 
IS improbable that each unit of mone}’’ would have circulated 
once only. It must have changed hands many times over to 
cornplete the number of transactions represented bv E. The 
tendency of money _ to change hands repeatedly is called its 
by can be calculated by dividing E 


or E = MV. 

Now, E represents the “goods side” and MV the 


"money 
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side.” E represents the total expenditure incurred on the 
commodities purchased and may be estimated by multiplying 
the price of each article purchased by its quantity, or 

‘^=P<1+Pi<1i+P2^2~P3^s Pn^n- Substituting this in the 

above equation, we get 

pq + Piqi + mz + Paqa Pn qn = mv 

or, simply Spq=MV or PQ=]\rV. 

But, since Q can also be represented by T, the total number 
of transactions, 

MV 

PT = MV or P=-^- 

In this form the theory states that V and. T being constant, 
P varies directly as M. In the modern world, however, bank 
money and its velocity of circulation are quite as important 
as M. Making allowance for them, the formula may he 
amended thus : — 


MVXM,V, . 

T ' According to Fisher, Mj bears a fixed relation to M with the 
result that if M changes M, also changes in the same ratio 
affecting P in the same proportion. 

The exponents of the theory assert that M, Mj, V, Vj 
and T are the only five factors affecting P and that other 
factors like changes in human wants, improvements in means 
of communication and transport, extension of banking facilities 
and changes in the monetary standard etc., only influence 
prices through the five factors mentioned on the right-hand 
side of the equation. 

The quantity theory of money is proved by the past 
currency history of India although recently other influences 
have been more predominant in determining the level of prices 
than the quantity of money. 

Inflation — Its^ Causes and Effects. When the supply of 
mone}^ relatively to the demand increases to such an extent 
that the prices, in general, rise and the purchasing power of 
-y^the monetary unit decreases, the currency is said to be inflated 
and its purchasing power to be depreciated. It can be brought 
about either by increasing the volume of circulating media 
or by decreasing the volume of production. Inflation is 
natural if it is caused by the importation of precious metals 



74 IXTEODUCTIOX TO MONEY, EXCHANGE AND EANIvING 

or artificial if it is caused bj' an excessive issue of inconvertible 
notes (as during the War). It is harmful to the _ creditors 
and to the people earning fixed incomes. The agriculturists 
and manufacturers gain but only at the expense of the>^^ 
consumers and even their gain is temporary. 

Deflation — Its Causes and Effects. If, on the other hand, 
the volume of currency is reduced in such a way that the 
prices fall, it is called defiation. Deflation may also be caused 
by a sudden increase in the volume of production — the amount 
of money in circulation remaining the same. When deflation 
occurs currency appreciates. Deflation is injurious to the 
producers and businessmen and confers a corresponding 
benefit on the wage-earners. Hence in a period of falling 
or rising prices conflict between the different sections of 
the community is inevitable. It is not high or low prices 
as such which do the harm but rising or falling prices. In the 
interest of social justice and harmony, therefore, steady prices 
are the best. 

Reflation. If deflation has been carried out too far or too 
fast it may be necessary to raise prices up a little. This '4 
process of raising prices not resulting in inflation is called 
‘reflation.’ 


QUESTIONS 

1. State and explain the Quantity Theory of Money and 
show under what circumstances it is possible for the price level 
of commodities to remain the same even though there ma}' be 
an increase or decrease in the amount of money in circulation ? 

[Delhi Inter. 1930 and Agra B. A. 1933] 

2. State in simple form the Quantity Theory of Mone3' ^ 
making clear the hypothesis under which it" is true. 

[Delhi B. A. 1934] 

3. What, according to the Quantity Theory of Money, 
would be the effect on general prices of the following (other 
things supposed to remain the same) : — 

[a] improvements in the means of communication ; 

(h) the growth of trade and population ; and 
(c) the development of deposit banking. 

[Punjab B. A. 1923] 
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4. State what do you understand by the term 'inflation/ 
To what causes can it be ascribed and what consequences 
follow from it ? Illustrate yonv answer with examples from 

!^the recent currenc}'' history of this or any other country. 

[Agra B. A. 1931 and Delhi Inter. 1933] 

5. If inflation has occurred, is it desirable that a policy 
of deflation should be adopted ? Give your reasons. What 
are likely to be the main effects of a policy of deflation ? 

[Punjab B, A, 1926 and 1927] 

6. How do changes in the value of money affect different 
classes of people in a country ? 

[Agra B. A. 1932 and Calcutta B. A. 1928] 

7. Are rising or falling prices the best ? Give reasons. 
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FOREIGN EXCHANGES 

We have seen that if the inhabitants of_ a 
conntn* owe mone^^ to each other they can easih* 
square up their accounts in the currency of their 
own countr3A The real difficult}* begins when they 
start trading with foreigners who insist on 
pa5*ment being made to them either in their own 
currency or in the international currency, namely, 
gold. It is a matter of common knowledge that 
the currenc}' medium of the present day no longer 
consists onW of gold coins but of bank deposits 
and notes based on gold and these bank deposits 
and notes do noc pass current in the diSerent 
national areas. In the absence of a universally 
acceptable note or credit currency (such as only a 
unified international banking system can provide) 
the inhabitants of separate countries must naturally 
refuse to accept payment in other’s notes or 
cheques or at best put difierent valuation on the 
mone}* of the foreigners. The object of the present 
chapter, therefore, is to explain the complicated 
business of exchanging currencies otherwise called 
‘ Foreign E:cclio.nges’ The volume of international 
transactions now-a-days is so great that a slight 
variation in the value of mone}* or a slight delay 
in payment usuaU}* causes considerable inconve- 
nience and loss to the people engaged in trade and 
commerce. The subject is, ‘therefore, weh worth a 
detailed study. 

Meaning of Foreign Exchange. Foreign 
Exchange may be defined as a system by which 
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traders of different nations discharge their debts to 
one another. It is a branch of finance whereby 
the citizens of one country can acquire the means 
of making payments to the inhabitants of other 
countries and the term is usually confined to those 
payments which are affected by means of credit 
instruments and / or by the actual transmission of 
gold. Hartley Withers has defined it as “ The Art 
and Science of International Money-changing.”^ On 
the Art side it is concerned with the instruments of 
exchange and the institutions through which they 
are negotiated and on the Science side it is a study 
of the rate of exchange and the numerous problems 
connected with it. To sum up, the expression 
“Foreign Exchange” is used to refer to (i) that 
class of written orders to pay money, legall}^ 
known as bills of exchange, which are used so 
much oftener than money itself, as a means of 
making payments or settling indebtedness between 
distant places’; (2) to the price at which these 
documents are exchanged or the rate of exchange ; 
and (3) to institutions {e.g. banks, stock exchange, 
cotton exchange, etc.,) through which these transac- 
tions are conducted. 

Kinds of Bills of Exchange. Generally speaking 
there are two types of Bills of Exchange — the 

1 Esclier has defined it as “the business of _ buying and selling 
orders for the payment of foreign money at a foreign point Foreign 
Exchange Explained'—^. 1. 

2 Other methods of remitting money are :~ 

1. Export of gold ; 

2. Bank Drafts in a foreign currency ( e. in the creditor's 

currency) ; 

3. Bank Drafts in the home currency (f. c. in the debtor's 

currency) ; 

4. Interest coupons payable in a foreign country ; 

5. The debtor himself drawing on a balance in a foreign bank. 

See Richard — Groiindioorhs of Economics— 244-45. 
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'foreign' or 'outland’ bills which are drawn in 
one country and pa 5 ^able in another and the 'inland’ 
bills drawn and pa^'able within the same country. 

The Foreign Bill of Exchange. The foreign 
bill of exchange is the customary form of making 
international paj^ments. It is defined by law as 
“an unconditional order in writing addressed by 
one person to another, requiring the person to 
whom it is addressed to pay, on demand or at a 
fixed or determinable time, a sum certain in money 
to, or at the order of, a specified person or to 
bearer..” Its usual form is this: — 


£ 100 London 1st. April, 1935. 

Sixty days after sight, pay to James Wilson or 
I order, the sum of One Hundred Pounds. Value 
received. 

A. B. Seller. 
To 

C. D. Buyer, New York. 


In this example, A. B. Seller is the ‘drawer’, 
C. D. Buyer is the ‘drawee’ and James Wilson the 
‘payee' to whom £ loo have to be paid by the 
drawee two months after the date of the bill. 

The words “Sixty days' after sight” are parti- 
cularly significant. They confer a valuable privilege 
upon the drawee. He may merel}- draw two 
parallel lines across the bill of exchange (B/E) and 
write “accepted” between them with his signatures 
to postpone his liability for actual pa3fment till 
after the period allowed has expired. The bill 
thus 'accepted' becomes a Negotiable Instrument If 
the drawer or the holder of the bill cannot wait 

3! time’ “"r «tlicr length 
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till tiicn, liG csn sell it to 9. bHiiksr or 3 bill-broker 
for an amount less than the face value by the rate 
of interest for the period for which the bill is to 
run. The amount thus deducted is called 'discount' 
and the process is called ‘discounting’. The banker 
or the bill broker, if he stands in need of money, 
may have his^ once-discounted bill ‘re-discounted} 
at any other institution which is usually a Central 
Bank. 

Kinds of Bills. Bills payable within ten days 
are called "short bill"; those running for longer 
periods are known as "long bills”. If the drawer 
grants no accommodation and insists on the bill being 
honoured on^ presentation, the bill of exchange is 
called a "sight bill”. Bills payable sometimes 
hence are known as "usance” bills. 

Working of a Bill of Exchange; To understand 
the working of exchange bills, let us assume that 
a merchant ^ A in Delhi buys medicines from a 
merchant B in London and that another merchant 
C in London owes the same amount of money to 
a merchant D in Delhi in respect of jute imported 
by him. Now, B the English creditor, would not 
accept Indian rupees nor would D, the Indian 
creditor, accept pounds sterling. A and C, therefore, 
would both have to purchase gold and send it 
across the ocean in opposite directions and incur 
heavy cost of transportation and insurance into the 
bargain. To avoid aU this trouble and expense, B 
the English creditor draws a bill for the amount 
due to him which A the Indian debtor accepts. 
B has now the right to money in India. He sells 
•his right to C the English debtor who wants to 
pay mone}’^ in India. C sends the bill to D who, 
by means of his bank, collects the money from A. 
A simple diagram will show how this is done: — 
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Bank Drafts. Here we have assumed that the 
amount of money involved is the same but in 
actual practice this is hardly the case. Debtors have, 
therefore, to go to bankers and bill-brokers and 
obtain bills of the exact value which they have 
to remit. These bills of exchange 7nade to order are 
called Bankers’ Drafts. A bank draft is an order 
of one bank upon another to pay mone}" to an 
individual, firm or corporation. Each bank makes 
a practice of keeping deposits with banks in other 
cities in order that they may be able to “draw” 
upon them. 


Advantages of Bills of Exchange. The bills 
of exchange give the owner the right to receive a 
specified sum of money at a given place and time 
and _ this right can be bought and sold. They 
provide ^ a cheap and convenient way of paying 
international debts and enable merchants to be 
paid for their goods in the money of their own 
country. They help in economising the use of o-old 
and in saving much expense and inconvenience 
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which would become inevitable if foreign payments 
were made through the transmission of precious 
metals. 

Inland Bills of Exchange — Hundis. The 

credit instrument usually employed for the payment 
of money within the same country is called a 
‘Jmndi. Hwidi is a Persian word which literally 
means 'to collect’. Ordinarily, the word stands for 
all instruments of exchange drawn in vernacular. 
Dr. Iv. C. Jain defines a Jmndi as a “written 
order — usually unconditional — made by one person 
on another for the payment, on demand or after 
a specified time, of a certain sum of money to 
a person named therein.”^ It bears an impressed 
stamp and is usualty drawn up in the vernacular 
‘Mahajani’ . The mitddaii hundis (deferred or usance 
bills) generally run for an odd number of daj’^s, 
that is, for 41 da3^s in Benares, Bombay’’, Bucknow, 
etc., for 61 days at Delhi, Farrukhabad, etc., 
and for 121 days at Bahore and Multan. Some 
are drawn payable on the iith and 21st day of 
issue. The sight bills are called darshani hundis. 
These documents start with salutations and words 
invoking divine blessings. The name of the 
payee and the amonnt (half and twice of which 
are also mentioned) are explicitly stated no less 
than five times in the actual body of the 
instrument. In the event of the first copy of the 
bill called ‘khoka being lost, a second copy or 
the ‘penth’ or a third known as a ‘parapenth’ are 
drawn but in such a way as to avoid duplicate 
payment. The acceptance of a hundi is not entered 
on its face. Only the particulars of it are 
entered into the drawee’s book. The rate of 
V discount is known as ‘Jiundiyana’. It varies with 
the state of trade and^TKe^nancial standing of 


1 Indigenous Banking in Lidia. — p. 71 
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the parties. The dishonouring of the hundi is very 
rare and every dispute arising out of the hundi 
transaction is immediately settled by the local 
panchayets of indigenous bankers. 

Form of the Hundid 

SHRI GANESH JI SAHAI. 

Om Sri Sada Salamati hove. Messrs. Rawley 
Brothers Jog Eikhi Lahore Seti. Lala Ramchand 
Mool Chand di ram ram wachni. Aprant hundi 
nag ek tusade upper kitti. Rupaya looo akhri 
ek hazar iiimen rupaya, Rupaya Ranch Saw tis de 
dugne dewane. Kanak bheji tusade nam. Chet 
di das Samwat 1971. Bin 60 pichchee Shah Jog 
rupaya Rokari chalan bazar chehra shahi bhar 
dewne. Chaukas ho kar dam dewne. Hundi miti 
chet di das. 


Daskhet RAM CHAND MOOLCHAND. 


On the back of the note will be written : — 


Rupaya ek hazar 
nimen panch saw 
tiske dugne 
dewane. 



Messrs. Rawley Bros. 
Export Agents, 

KARACHI. 


Put into English this reads something like 
the following : — May the blessed Ganesh protect. 
May you live in peace and happiness. Addressed 
to Messrs. Rawley Brothers from Lahore. Greetings 
from L. Ram Chand Mool Chand. Drafted this 
hundi against you for 1000 rupees (one thousand) 

1 Copied from Thomas and Aggarwal — Elements of Economics. 
p. 397. 
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half of which is 500 (pay double of that). Wheat 
despatched to 3’'our address this tenth of Chet 
Samwat 1971. Money must be paid after do 
da^'s in the current coin of the realm of the Shah 
or a banker. Pay the amount after making en- 
quiries and taking precautions according to the 
Bazar practice. 


Hundi drafted on loth Chet 1971. 


(Sd.) RMI CHAND MOOR CHAND. 


Rupees one thou- 
sand, half of which 
is five hundred. 
Pay double of that. 



To 

Messrs. Rawley Bros. 
Export Agents, 
KARACHI. 


The Exchange Banks. The institutions 
through which foreign bills of exchange are bought 
and sold are called Exchange Banks. They have 
their branches in many commercial centres of the 
world and therefore they can give full facilities 
for the transfer of goods and money from one 
place to another. The exchange banks perform 
all the functions of an ordinary joint stock bank^ 
and, in addition, employ a large part of their funds 
in purchasing or discounting bills of exchange parti- 
cularly those drawn against export trade. These 
bills are of three kinds : — 


1. Documents for acceptance (D. A.) 

2. Documents for payment (D. P.) 

3. Documents for deliver5’’ (D. D.) 

The D. A. bills enable the importers to get 
the goods from the warehouse of the bank on their 

1 Sec chapter on Banks and Banking. 
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accepting the bill and the holders of the drafts have 
to rely exclusively upon the personal credit of the 
drawee and the acceptor until such time as the bills 
become due for payment — 6o to go days hence 
plus the days of grace. The D. P. bills, against 
which the documents will only be given up on 
payment, give better security to the holders and 
are drawn on ordinar;/ merchants who cannot obtain 
accommodation from foreign exporters. The 
D. D.’s are rare. They confer an authority to 
surrender the Bill of Lading' before acceptance takes 
place. 

The Indian branches of exchange banks dis- 
count D. A. bills in India and when hard pressed 
for money they get them re-discounted in the 
London Money Market. They also transfer surplus 
funds to India for financing the foreign trade partly 
by selhng sterling'^ to the Government of India and 
partly by shipping to India sovereigns and bullion 
in large amounts. 


SUMMARY 


Foreign Exchange. When people of a country trade with 
foreigners they must pay for their imports and receive payments 
for articles exported by them. There is thus a constant 
exchange of currencies and the study of the various 
aspects of this international money-changing is called Foreign 
Exchange. In this chapter, only the documents of exchange 
and the institutions through which they are negotiated are 
discussed. 


Kinds of Bills of Exchange. The most important instrument 
of exchange is the Bill of Exchange. It is of two kinds— the 
foreign ^ or 'outward’ bill which is drawn in one country and 
payable m another and the ‘inland’ bill drawn and payable 
within the same country. 


1 It IS a meinorandum of goods shipped 
by May of icceipt by the master of the vessel 

2 See Chapter VIII. 


on board 


of a vessel 


signed 
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The Foreign Bill of Exchange. It is a written request or an 
order from the drawer to the drawee to pay a certain sum of 
money either to himself or to some other man stated in the 
(and called the pa3’ee) on demand or sometimes hence. 
Bills paj^able on presentation are called 'sight' bills. Those 
which are pa5’’able after some ^time are called 'short' or 'long' 
bills according as they are pa5’’able within ten da^^'s or later 
respectively. The 'long' and 'short' bills are presented to the 
drawees who 'accept' them by drawing two parallel lines 
across the face and writing the words 'accepted' with signatures 
in between. After being 'accepted' a bill becomes a 
^negotiable instrument'. It may be held till maturity or, 
if the then holder of the bill is urgentl}’' in need of money, he 
may sell it to a bank in which case he will get the face value 
of the bill minus the interest for the period the bill is to 
run. This deduction made by the bank is called 'discount' 
and the process is called ‘discounting*. In case the bank pur- 
chasing this bill stands in need of money, it can have it 
discounted once again at the Central Bank — the process being 
called 're-discounting'. 

The Working of a Bill of Exchange. The working is 
simple. In every country there are importers (debtors) and 
exporters (creditors) The creditors of one country draw bills 
on their debtors in other countries and have them duly accepted 
by them. These bills they sell to the debtors of their own 
country w^ho are anxious to send money abroad. The debtors 
(importers) send these bills to their creditors in other countries 
who collect them from the debtors of their own country (who 
had originally accepted the bills). In actual practice, the 
amounts of bills may differ and the importers (debtors) may 
not be able to find the creditors who may be willing to sell 
them their bills. Hence, all bills are purchased through bankers 
and bill-brokers who draw bills of the exact value one wants 
to remit. These bills of exchange made to order are called 
Bankers' Drafts. 

The bill of exchange is a cheap and convenient method of 
remitting money. A single hill cancels two transactions 
and enables people to be paid in the currency of their own 
country. 

Inland Bills of Exchange — Hundis. A hundi is an indi- 
genous instrument of remitting money. It is usually drawn up 
in Mahajani. The ^nudatti hujidis (usance bills) often run 
for odd number of days and can be discounted and re-discounted 
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like foreign bills of exchange — the deduction in this case 
being called liundiyana. The sight bills are called darshani 
hundis. Unlike foreign bills, a hundi begins with salutations 
and words invoking Divine blessings. The name of the payee 
and the amount (half and twice of which are also stated) are' 
mentioned no less than five times in the body of the bill. A 
hundi is seldom dishonoured and all disputes arising out of 
hundi transactions are settled by the local panchayets of indige- 
nous bankers. 


A specimen of a mudatti hundi is given. 

The Exchange Banks. These banks perform all the functions 
of an ordinary bank and, in addition, deal in (purchase, sell, 
discount, and re-discount) foreign bills of exchange which are of 
three kinds^ — D. A's (or Documents against Acceptance) which 
enable the importers to get the goods from the banks merely on 
accepting them; D. P’s (Documents against Payment) which 
insist on payment being made before the delivery of goods is 
made and D. D’s (Documents against Delivery) which confer 
an authority to deliver goods before acceptance takes place. 


QUESTIONS 

1. What is meant by Foreign Exchange ? 

[Delhi Inter. 1929]. 

2. What is a foreign bill of exchange ? When is it said 
to be discounted ? 


Show how by means of a bill of exchange a sale of goods 
to a merchant in Dondon and a sale to a merchant in Delhi 
y a. merchant in Dondon, may be liquidated without sending 
specie from one country to another. 

[Agra B. A. 1934 ; Delhi Inter. 192S and 1930] 

3- State what you know about Hundi. Give a specimen 

orm o a Hundi used in your locality and explain its meaning 
as clearly as you can. p. 


played by the Hundi in the banking 
nd the commercial systems of India and compare it with the 
corresponding instruments of credit in other countries. 


[Punjab B. A. 1931] 
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FOREIGN EXCHANGES — {Continued) 

THE RATE OF EXCHANGE 

Having studied the objects and functioning of 
exchange instruments and institutions, it remains 
for us to explain how tl;^ price of t he bi lls of exch- 
ang e is determ ined. In other words, we~liavF" to 
study the rnethpds of ^determining the rat^~df ex- 
change between.. different countries and the causes 
affecting'Their fluctuations from time to timeV 

Definition of the Rate of Exchange. The rate 
^'of exchange between two countries is the pfice“ 
pai^inphe home country for one unit of the 'money" 
of the foreign country payable in that country or, 
more simply, “t he price of the_ money. of_,one. 
co untry expressed in the jnoney .pT the other. It 

is generally quoted in two ways : — ‘ • 

1. One^unit of Jthejorejgn currency to so many 
units of the home currency, or 

2. A pertain _ . number of units of foreign 
cu rrenc y to one. unit _of home currenc5^ 

Thus we can say £ i=Rs. 15, or Re. 1=^ £1, 
i. e. IS. qd. 

Methods of Determining the Rates of Exchange. 

; Since different countries of the world have different 
^monetary standards,- it is but natural that the rates 

1 Escher — Foreign Exchange Explained — p. 1. 

2 See Chapter IX. 
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of exchange between them should be feed by 
different considerations. For the sake of simplicity, 
let us classif}^ them in fom categories. 

The first categor}^ includes all countries on the 
gold standard. Their principal currency consists 
of gold’coins of different sizes and denominations 
and the rate of exchange between them is 
determined by finding out how many coins of^ one 
country can be made out of the metal contaiS.” 
in one coin of the other country. This method'^ of 
ascertaining the rate of exchange by comparing the 
metallic contents of the currencies of differ ent 
countries is called the Mint Par Theory of Exchange. 
A simple example will make it very clear. Suppose 
we want to find out the rate of exchange betweecT 
England and America — assuming both of them to be 
on the gold standard. 


Now, we know that the 
weight of the British 

Sovereign (£) . . . . = 113-0016 grains of fine 

gold 


But, because the weight 
of the American golden 
eagle which is equal to 

10 dollars (S 10) . . . . = 232*2 grains of fine gold 

The weight of one 

dollar (Si) =23.22 grains of fine gold 


Therefore, £ i 


113.0016 

23.22 


- $4.8665. 


Hence, the Eondon New York or Sterling — Hollar 
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Mint Par of Exchange is 4*8665 

Similarly, the mint par of exchange between 
English and German currencies can be 
follows : — 


X marks 
£i 

934'5d 

12 ounces standard gold 
I ounce fine gold . . 

1000 grains fine gold 


(£i~$4-8665).^ 

the 

deduced as 

=£1 

= 24 od 

= I ounce standard gold 
= ii ounces fine gold 

=31*103496 grains of 
fine gold 

=2790 marks 


It should be noted that the same method would also upply to t^^o 
countries on the silver standard if the price of silver is jbhe same all over, as 
well as to those one of which has a gold standard and the other a silver 
standard piovidcd the value of silver in respect of gold lemains fixed We 
can aUo find out the fheorefical mint par of exchange between two 
conn tries —one of uhich possesses a gold standard and the other gold 
exchange standard piovided the metallic contents of the latter currency 
are known. For example, the late of exchange between England 
(assuming it to be on the gold standard) and India, is calculated thus 

The rupee contains 165 grains of fine silver or ounces. 

But 37 ounces of fine silver=^0 ounces of standard silver 
/. the amount of standard silver contained in the 


iupee=Exg2=ff:T ounces. 


00 

14S 


Now, if the price of standard silver be assumed to be 43d per ounce, 


• oo 

the value of silver contained in the iiipee will be = T-T^x43 = 16d. 

But, if the price of silver is 4Sd per standard ounce, the price 
of silver contained in the rupee will be = j^x4S=lSd. 


Thus, now that the exchange between India and England is 
Ke. 1=1 Sd, the melting point of the rupee would be reached as 
soon as the price of silver rises to 48d per standaid ounce. In 
other words, if exchange between India and England is left free 
and if the price of silver in the market is 48d per ounce, the 
rate of exchange would be Be. l=lSd. 
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. ^ ^ 240X11X31-103496X2790 

934‘5x;t2xiooo 
=20 '42945 marks. 

Thus, every 20^43 marks of German gold money 
contain just so much gold as would be required to 
coin £i sterling, or £i=R. 20^43 . 

By similar comparisons the Mint Pars between 
any two countries using the same metal as their 
standard of value can be calculated, but it must be 
understood that any Mint Par is merely a theoretical 
measurement of the value of one standard coin in 
terms of another standard coin. It takes no 
account of practical variations in the weight or 
fineness of actual coins due to wear and tear and 
is a purely arbitrary basis of comparison. It may 
not be possible to obtain gold coins in either country 
and the free import or export of gold may not be 
permitted, so that actual transference of coins would 
l)e impossible, but as long as the existing coinage 
laws of the two countries remain unchanged the 
Mint Par between them will also remain unaltered 
as it is a theoretical rate of exchange based on the 
laws themselves. 

Even when gold is available, the traders prefer 
to settle their debts through exchange bills 
purchased from bankers and brokers. If the bills 
drawn on a particular country are exactly equal to 
the bills drawn by this country upon foreigners, 
there is no difficulty. The debts are offset by 
credits. Such a condition, however, seldom exists. 
In actual practice, sometimes a country imports 
more than what it exports and sometimes its exports 
largely exceed its imports, so that the price of the 
bills of exchange vary in accordance with their 

1 R. M.— Eeiclimarks. 


s 
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supply and demand. I^et us take a concrete example 
to show how it all happens. A in New York 
(America) has sold a consignment of steel to E in 
London (England). Before its being despatched 
from New York, the steel becomes represented by 
a Bill of Lading on the strength of which A can 
get payment from a bank even before its arrival in 
London. A draws a biU of exchange upon E for 
the amount; that is, he instructs E to pay a definite 
sum at a definite time. It may be, according to 
the terms of the bargain, payable 'at sight’ or in 
three months. This bill of exchange and the Bill 
of Lading are sold by A to a New York banker who 
sends them to his London agent from whom E 
obtains the Bill of Lading — enabling him to get the 
steel — by accepting or b}’’ actually paying the bill 
(depending upon whether the bill was a D. A. or a 
D. P.). The New York banker thus has at his 
disposal credit in London. 

Now, suppose another businessman L in U.S.A 
owes mone5^ to somebody in England. He goes 
to the New York banker (who has credit in London) 
and wants a draft payable in London. The banker 
knows very well that if his client did not get the 
bill he shall have to ship the required amount of 
gold and incur the cost of transportation and 
insurance into the bargain, that is, in addition to 
spending $ 4’866 for every £ i, he will have 

to spend ‘024 cents per sovereign. He, therefore, 
quotes for his bill any price between $ 4' 866 
and $ 4-89 (4‘866+’024). He cannot demand 
a price higher than ^ 4-89 (for every £ i) because 
otherwise, L the .American debtor will think it 
worth his while to undergo the risk and expense 
' of shipping gold. This highest point to which 
the price of bills can go is called the Upper 
Specie Point. It is found by adding the cosfiof 
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insurance, commission and freight to the mint par. 
It may also be called the ‘outward or ‘ej^ort’ 
gold point because, beyond tins limit, so faf~as 
the American is concerned, gold will be exported. ' 

It should be remembered that the price ^ of the 
bill will seldom be exactly § 4‘89. It will vary 
between $4-866 and $4-89 depending upon the supply 
and demand of bills. 

Now, imagine that there is a little or no demand 
for bills on hoiidon in America. What should 
the New York banker do to transfer the money, 
lying to his account in kondon, to America? 
He will have to have it converted into gold and 
shipped to New York in which case, after deducting 
the cost of transportation and insurance, he will 
get $ 4-842 (4-866 minus -024 cents) for every 
pound deposited to his account in London. This 
is the maximum that he can get. So he will tr5>- to 
persuade some stray American debtor to purchase 
a bill from him and offer to charge from him 
a price even less than the mint par but not less 
than $ 4-842. Thus we find that, ifjh_e dem and 
for the bills of exchange is less than their supply, 
their prices fall. The lowest price to which it can 
fall is determined by subtracting the cost of 
commission, insurance and freight from the mint 
par and is called the 'Lower Specie Point’. From 
the point of view of the Americans, it may be re- 
garded as the ‘inward’ or ‘import’ gold point because 
if the price exceeds this limit gold will certainly 
be imported into U. S, A. 

To sum up, the rate of exchange between two 
countries on the gold standard is determined by 
the Mint Par and the rate thus determined fiuc- 
\ tuates between the upper and lower specie points 
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depending upon the extent of mutual indebtedness 
[measured by the supply and demand of bills. 

In the second category we put two countries 
one of which is on a gold standard and the other 
on an inconvertible paper currency standard. This 
case is slightly comphcated owing to the inability 
of the country on the paper standard to discharge 
its obligations in gold. The people of such a 
countr}’’ will have to depend entirely upon the bills 
of exchange and the holders of such bills (bankers 
and bill-brokers) will take full advantage of their 
helplessness. The}'" will not be bound by the 
specie points; infact, if the demand for foreign 
remittance is very keen, they will charge a price 
much higher than the upper specie point. In the 
previous example, if the American debtors did not 
have the alternative of sending gold to I^ondon, 
the New York banker would have charged from 
them much more than $ 4'8g — say, 8 5 or even $ 6 
(for every £ i to be remitted to London) if the 
demand for his bills was really intense. The other 
country — on the gold standard — however, will not 
be affected because, so long as the people have the 
option of sending gold abroad, the ratio of exchange 
will be prevented from deviating from the par by 
more than the cost of transportation and insurance. 


The third category is t5’pical of war conditions. 
It comprises all countries on inconvertible paper 
currency standards. Here, neither country enjoys 
the privilege of sending gold to and fro. The hold- 
ers of bills of exchange are, therefore, in an 
excellent position to charge whatever p)rice they 
think reasonable for their bills. They demand 
higher prices when the demand is great than when 
the demand is small and very often these prices 
overstep the limits set by the specie points. 
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The Balance of Trade Theory. It is thus clear 
that the price of exchange bills depends upon their 
number and since the}^ are created in response to 
the requirements of trade, the rate of exchange may 
safel}’’ be held to be determined b3^ trade condi- 
tions. If a countiy exports more than what it 
imports, the balance of trade is in its favour. It 
has a greater claim upon the currenc}’- of other 
countries than those countries have upon its own. 
The mone^^ of this countr3^ will, therefore, be at 
a pYcmum, that is, it would command greater 
value ill respect of the currenC^^ of .the other- 
country, and the rate of exchange will be clearly 
favov.ralJc} to it. Conversely, if the balance of 
trade is unfavourable to a countOb its currency in 
respect of the currency’ of another countr}^ will be 
at a discount, that is, it vail command less exchange 
value, and the rate of exchange will be against it. 
This is the famous Balance of Trade Theor3^ 

The Balance of Accounts. It will be noticed 
tliat we have all along assumed that pa3unents are 
made for goods onl3* but in modern times there 
are innumerable other transactions among trading 
nations ic'Iiich arc not rccordcd^ but for whicli 
pa3*nients must be made.- A true balance of 
accounts between them should be struck b 3 ' includ- 
ing all the total credits and debits, that is, all aggre- 
gate visible as well as invisible imports and 
exports. 

Visible and Invisible Imports and Exports. 

B3^ visible imports and exports we mean those goods 

1 For a clear conception of favonr^'tlc and nnfavowraWc 
cxcFangos read The Foreign Erchanqc MarI.et by H. F. F. j\lillcr, 
pp, 45>l6. 

'2 **Thcre are’’, ?ays Hartley Withers^, ^‘many moie exports in 
heaven and earth than arc dreamt of by the philosophy of the Boaid 
ot Trade. — The Meaning of dfonf2/-*'p. 190. 
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and bullion for whose movement from one country 
to the other proper statistics are kept. The terms 
^invisible imports and exports refer to those items 
for which no reco rds are kept — the former is applied 
to such unrecorded items for which a country has 
to pay and the latter to those which entitle her to 
receive payment. Some of the items that should 
be included in a country’s balance sheet are ; — 


1. For eign trade of including trade 

iiT merchandise and treasure. A country 
is a debtor to the extent of its imports 
but has to be paid for its exports. 

2. Loans_ offered or received from abroad. 
While a loan is being carried out the 
nation contracting the debt is the creditor 
and the nation which advances the loan 
is the debtor. The position is, however, 
•reversed at the time of the payment of 
the interest or the re-payment of the 
principal. 

3. Th e e arnings qptliejnationals of a country 
doing business abroad, so far as they are 
remitted to the mother countr}^, count 
towards the credit side of that country. 

4. The remittance of money for benevolent pur- 
poses. The country receiving the charity 
becomes a creditor while the country send- 
ing the donation becomes a debtor. 

5. The expenditure of a nation’s government 
abroad will make it a debtor to that extent 
and,' •> conversety, the expenditure of other 
governments in a country will make -it so" 
far a creditor. 
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6 . The payment of tributes or inde7nnities ob- 
vrously makes the paying countiy a debtor 
and the recemng countrj^ a creditor. 

7 . The expenses of students and tourists 

ing or travelling abroad make their country 
indebted to that extent.^ 

The Balance of Trade of India. The following 
table gives an idea of the visible balance of accounts 
of India during the last three y'ears as well as the 
average of ten years immediately preceding the 
War. For the sake of simplicity^ figures have been 
expressed in crores of rupees and amounts less than 
I lakh of rupees have been omitted. 

BALANCE OF TRADE OF INDIA 


1 

i 

j 

Pre-war \ 

(In crores of rupees) [ 


average, j 

' 

1934-35' 

1935-36 

1036-?.; 

Exports of Indian merchan- ! 
dise f private) 

- 2.19 

-1- 1.52 

-4- 1.61 

-fl.95 

Be-exports of forcien merchan- ' 




4 - 6 

dise (private) ... 1 

-r 5 

4 

-h 4 

Imports of foreign merchan- 
dise { private 1 

- 1.46 

- 1,32 

- 134 

- 125 

BALANCE OF TE\DE IX 
MERCHANDISE ( PRI- 

1 




VATE) 

4- 78 

-f 23 

-r 31 

-F 73 

Gold (private) 

- 29 

- 7 - .53 

-f 37 

-f 23 

Balance of transactions in 
treasure (private) 

1 

j - 36 

-f 53 

^ 37 

; -r 15 

Total visible balance of trade... 

! + 42 

1 

-f 76 

-f 67 

* -P 92 

1 


1 “In a foreign exchange market, demand (for money) arises not 
only from the importation of goods, services or securities, but also from 
the service of political and other debts, from desire to speculate 
in foreign currencies, from desire to travel, from the purchase of lands, 
houses and factories abroad, from long and short loans to foreigners, 
from presents^ and other remittances, and from a desire to export ones 
capital. Similarly, supply results not only from actual export of goodsj 
but also from the sale of securities, from the sale of financial. «=hippinr 
and personal services, from dividends earned abroad, from short and 
long term borroiyings, and from speculative purchase of currencies by 
loreigneis (for a rise or for safety). ' The. Problems of Foreign Exchan- 
ges—Jj. L. B. Anga^. p. 18. 
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Average of 
10 pre-\s5\r 
years. 

(In crores of rupees) 


1934-35 

1935-36 

1936-37 

Purchase of sterling by the 
Reserve Bank of India. ... 

-41 

-50 

-4G 

-71 

Sales of sterling by the 
Reserve Bank of India. ... 

— 

— 

— 

— 

Trasfers of Government 
securities 

— 

— 


— 

Interest Drafts on India 
in respect of Govern- 
ment of India securities 

— 

— 

— 

! — 

BA.LANCE OF REMIT- 
TANCE OF FUNDS - 

-43 

-50 

-46 

-71 

TOTAL VISIBLE 

BALANCE OF 

ACCOUNT (PAY- 
MENTS) 

— 

+ 26 

+ 20 

+ 21 


The table shows that the visible balance of 
trade, as measured by statistics of private mer- 
chandise and treasure, in 1937 was about Rs. 92 
crores as compared with Rs. 67 crores in 1933-36. 
The improvement of Rs. 25 crores was the combined 
result of an increase of Rs. 35 crores in exports of 
Indian merchandise and a decline of Rs. 10 crores 
in the imports of foreign merchandise. There was 
also a fall of Rs. 9 crores in the export of gold. 
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The net balance of remmittance of funds came 
to about Rs. 71 crores aud the total visible balance 
of accounts for 1937 was about Rs. 21 crores 
only one crore more than in the preceding year 
but five crores less than in 1934-35- The figures 
relating to remittances include the more important 
Government transactions but do not take into 
account [a] net payments in India of British postal 
orders and of foreign money orders of countries 
which settle their accounts through London, and 
(6) Government transfers on account of Iraq and 
Mauritius. 

The balance of account shown in this state- 
ment is not actually a complete record of the 
state of affairs as there are many items for which 
no statistics are available and the volume of which 
it is not possible to estimate such as remittances 
for domestic expenditure in England, investments 
abroad, etc., on one side of the account and 
remittances for invesment in India, expenses of 
tourists, etc., on the other. The statement, therefore, 
contains only those factors for which Government 
statistics are available. The League of Nations 
has, however, attempted to estimate the total 
credits and debits (including goods, services and 
gold) of the member countries. The following 
table gives an idea of the estimated balance of 
payments of British India for 1930-33.^ 


1 Balance of Payments— 113 » 115 , 
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Exports Pay for Imports. Taking the exports 
and imports in the broad sense, we may say that 
the exports pay for imports for, in the long run, 
no country can afford to import more thp what ' 
it exports or export more than what it imports. 
In other words, if something of value is bought 
from foreigners, something of equal value has got 
to be sold to them. The money value of exports 
and imports must ultimately balance. “If an 
Englishman buys an American car instead of a 
British one, American dollars will sooner or later 
have to be bought to pay the American manu- 
facturers. Pounds, infact, will be spent on 
dollars. The American manufacturer might, it is 
true, temporarily accept payment in pounds, but 
eventually he himself will want to convert these 
pounds into dollars. Thus, there will arise sooner 
or later the problem of finding someone who will 
part with dollars in exchange for pounds ; that is, 
spend dollars on pounds .... But the only person 
who will permanently spend dollars on pounds is 
someone who wants to buy British goods, i. e. to 
import from Great Britain. Indeed, in the long 
run, any pounds initially spent on dollars (for 
example, to buy imported American cars) must 
sooner or later be re-spent on British exports. 
Eventually, infact, exports must equate, in sterling 
value, with English imports.”^ Normally, exchange 
of goods for goods or services takes place and the 
balance is adjusted through the remittance of 
specie. The paying out of specie or receiving it 
affects the supply of money and produces such 
changes in prices as lead to the equalising of 
imports and exports. If, for example, trade is on 
the whole favourable to America, it stands to 
reason that prices in U. S. A. are comparatively 
low j that it is a^- good country to buy from and a 

1 The Problems of the Foreign Exchanges — pp. 18-19. 
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bad country to sell to. Consequently, money will 
flow into America and by raising prices remove the 
very cause that had made America a creditor 
country. The whole position has been beautifully 
summed up by Gide thus : “There is a sort of 
automatism in the balance of accounts that tends 
to restore the equilibrium whenever it is disturbed 
— in much the same manner that regulators on 
steam engines tend always to maintain a uniform 
speed. The current of trade cannot for ever 
continue in one direction any more than the tide 
of the sea; sooner or later it must dfc^ige, and 
after metallic money has been tak^^out a 
country there are natural forces ^^ich tend'^-to 
bring it back again. ^ : 

'a <5* ‘A. 

It must also be borne in mind th^j^he terms 
imports or exports are used in their wide-vsehse to 
embrace all visible as weU as invisible items going 
to and coming from all other countries to the 
country whose balance-sheet we want to strike. 
Moreover, the balance of trade is never settled 
within any period of twelve months like that 
of the ofheial yea-t which is usually made the basis 
of our calculations but if longer periods are taken 
the adjustment will be seen to have taken place. 


To avoid further digression, let us recall the 
main point of our present discussion, namely, that 
according to the balance of trade theoiy, the rates 
of exchange between countries on inconvertible 
paper currency standards fluctuate according to 
the state of mutual indebtedness which we have 
called the balance of accounts. 


There is, however, an 
which, since the last W ar , h^ ^ 

Principles of Political Economy^. 300 ^ | 

BVCL 

7960 







332.45054 M41I 
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importance. According to this view, inflation is 
the principal cause of changes in the rates of 
exchange. Since this theory is based on differences 
in purchasing power caused by inflation in different 
countries, it has been called the Purchasing Power 
Parity Theory. 


The Purchasing Power Parity Theory, if 

there are two countries on a gold basis and the 
unit of currency in each of them contains lo 
grams of gold, then one unit of the currency of 
one will be equal to one unit of that of the 
other or the par of exchange will unity. If 
both of them resort to inconvertible” paper money 
and the former doubles the quantity of currency 
in circulation, while the latter quadruples it, the 
price level in the former will be half of that of 
the latter. The rate of exchange, therefore, will ' 
be 1:2 in accordance with their price levels. T he 
rate of exchange obtained by comparing price levels 
of two countries is called the purchasing power 
parity. 


The essence of this theory' is that we judge 
the value of a foreign currency to us by its command 
over goods and services. Purchasing power is indi- 
cated by the general level of prices so that if prices 
in a foreign countr3'' are higher compared with our 
own the money of that country will not go very far 
and we, therefore, expect to get more of its money 
in exchange for our own. In other words, the value 


“WhJ S. ’ explained it thus - 

nel^ nnrmnl n*" have been inflated, the 

muUinUpr? hv fL ^ exchange will be equal to the old rate 

Autries of 

couiitnes. iiiere will, of course, ahvays be fluctuations from 

5r.M » be'”™!,™ traLitiob, these CimUons 

indicated ramt bi Jegarded 'as fhe hot nSta J” "5; 

betn-een the currencies. This parity may be^ exchange^ 

Power Parity as it is determined ^by ?L 
powers of different currencies”- 27ie Vor/d'5 MoJiafy 
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of the unit of one currency in terms of another is, 
in the long run, determined by the relative values 
of the two currencies indicated by their relative 
purchasing powers over goods and services. 

Take, for example, the rupee-sterling exchange. 
Assuming that goods pass freely between India 
and England and that exchange is not artificially 
regulated, the rate of exchange between them, 
when the index number of prices in either country 
is 100, is Re. i=:r8d. If, however, as a result of 
inflation, prices in England rise from roo to 150 
the purchasing power of the English currency 
falls relatively to the rupee which will now be 
equivalent to i^°=27d. If, on the other hand, 
Indian prices also rise, say from 100 to 200, the 
purchasing power of the rupee having fallen more 
compared to the depreciation of the sterling, the 
new rate of exchange — i3Jd) will be more 
favourable to England. 

Hence, 'The purchasin g power parity between 
any tw o currencies is obtamed by^ niultiplying jthe 
current index number of prices in the. county in 
whose currency the figure is to be expressed by 
the'pre-War par. of exchange in order to make the., 
two index numbers of . prices comparable and 
dividing this result by the current index number 
of the second c.ountry.TL This may also be 
reduced,'"' for our present purposes, to the formula 

British Index Numbe rXiSd 
’ Indian Index Number 

The equation can be approximately verified by 

1 Chnblani — Indian Ctnrency, Bunking nnd Exchange— "g. 58 
(Ed. 1932). 
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taking actual figures. The rate of exchange before 

the AVar 'U'as Re. i=:i6d. During the AA'ar, 

when England created immense purchasing power 

b}- issuing inconvertible currenc}^ prices went up 

from the pre-AA'ar par of loo to 226 while in 

India the price level rose from 100 in 1914 to 17S 

in 1919 vrith the result that the new rate oi 

exchange (Re. i=2od} corresponded with the new 

rate calculated b}* the purchasing power parih- 

theon', viz : 226>''l6 , 

^ =20-3d. 

178 

The Babington Smith Committee recommended 
the extraordinar}' rate of 2 shillings mainlN* on the 
ground that prices in India were considerably 
lower than prices outside. Similarh*, the Hilton 
Young Commission recommended i8d rate 
because the prices in India at that rate were 
equal to the vrorld prices.- The knowledge of the 
purchasing power parity- theor5’- was thus put to 
great advantage in sohdng some vital problems 
of Indian currenc}* and exchange. 

Limitations of the Purchasing Powe r Parity 
Theory. It should be remembered that calculation 
of the purchasing power parit}- depends upon index 
numbers of prices. Since index numbers are 
merety indications of aroerage rise or fall of prices, 
the rates of exchange calculated by means of the 
purchasing power parity' theory* frequently’’ deviate 
from the existing rates of exchange as the table 
below will show’ : 


1 See Chapter Xn 
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M 

Date. 

IL 

English 

Index 

Number. 

ill 

American 

Index 

Number. 

o 

• 00 

-'•fl 

■“ « 11 
X u 

^ PE 

V 

Exchange deter- 
mined by Pur- 
chasing Power 
Parity. 

VI 

Percentage 
deviation of Piii- 
chasing Par fioin 
existing parity 
(Ratio of IV & V? 

June, 

1932 

97.4 

86.4 

3.67 

4.32 

17.7 

September, 

1932 

106.0 

91.2 

3.44 

4.18 

21 5 

January, 

1933 

91 5 

87.4 

3.45 

4 65 

34 7 

June, 

1933 

95.6 

93.1 

4 11 

4.74 

15.4 

January, 

1934 

97.1 

103A 

5.09 

5.18 

1.7 

]\Iay, 

1931 

95.4 

105.6 

6.11 

5.39 

5.4 

June, 

1934 

94.9 

106.9 

1 5.04 

5.48 

87 

September, 

1934 

96.6 

111.2 

' 5.00 

5.60 

12 0 

December, 

1934 

97.4 

110.2 

4 94 

5.51 

11 5 

January, 

1935 

98.4 

112.9 

i 4.91 

5.58 

13.6 

March, 

1935 

97.5 

113.2 

4.77 

5.65 

13.4 


To obtain correct results, therefore, great care 
has to be taken in the construction of index 
numbers especially in the matter of selecting a 
suitable basic year^ and in the collection of 
accurate figures of wholesale prices of representative 
articles. Sometimes, the violent movements of 
exchange rates obstruct trade ond prevent goods 
from finding their true level of prices. Sometimes 
speculation and anticipated inflation exert such a 
great influence on the exchange market that the 
actual rate prevailing at the time is very different 
from the one calculated by means of the purchasing 
power parity theory. For example, if inflation is 
expected in England, people may remove money 
balances from Eondon and numerous pounds may 
be exchanged for francs. The extra supply of 
pounds and demand for francs thus engendered may 
temporarily depress the rate well below the true 
purchasing power parity . Deviation of the purchasing 
power parity from the existing rate will be 
particularly great if no allowance is made for 
transport charges and import and export duties 


1 Cassel has suggested 1913 as the best. 
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If, for instance, England has an all-round export 
tariff of 10 per cent, or if France has an all-round 
import tariff of lo per cent, the net external 
prices of English goods to Frenchmen will be' 
increased by lo per cent and the pound should 
theoretically be some lo per cent cheaper in terms 
of francs than would be suggested by any index 
numbers which accurately measured true purchasing 
power parity. The theory is also defective because 
it ignores the effect of balance of accounts which 
are independent of internal purchasing powers and 
which, as has already been shown, materially affect 
the determination of the rate of exchange. In 
fact, the rate of exchange determined by the 
purchasing power parity theory is a normal rate, 
that is, an imaginary rate which will tend to be 
determined in the long period if other things 
remain unchanged. Other things, however, do not 
remain unchanged. There are day to day changes 
in the balance of trade and the rate of exchange 
moves with them. Hence, the normal, or the 
theoretical rate of exchange, is determined by the 
purchasing power parity but the balance of trade 
theory accounts for the temporary, seasonal or 
occasional changes in the rate of exchange. The- 
permanent par itself is movable and will move 
only when there are differences in the price 
levels. 

There is yet a fourth group of countries of which 
India is a true representative — countries between 
which exchange is not allowed to be determined 
by natural forces (i.e. import or export of specie) 
but is artificially regulated by the Government. In 
this case the dependent country has only a token 
coin functioning as a standard coin and its 
exchange value in terms of the currency of the 
mother country is artificially fixed. Owing to 
the difficulty of sending gold to and fro, there is 
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a danger of the exchange rising above or falling 
below the lower specie point and the Government 
^has to control exchange operations by creating its 
own bills of exchange and b^^ making them available 
to the public at fixed prices. ^ The presence of 
these bills in sufficient quantities keeps the exchange 
“pegged” within narrow limits. This system would 
break down only if the supply of these bills is 
restricted or if the prices at which the Government 
may offer them to the public are substantially 
increased. In the case of India before the War 
the token rupee was linked to the British sterling 
at Re. i=i6d and the exchange was maintained 
between the specie points (is. 4|d and is. 3||d) 
through the sale of Council Bills and Reverse 
Council Bills. Whenever, owing to a favourable 
balance of trade, the value of the rupee threatened 
to rise above the upper specie point the Secretary 
of State offered to sell to the English pubHc bills 
drawn by himself on the Governor General-in 
Council at any price varying between the par 


1 Many other methods may be adopted in times of emerp:ency. 
During the war period, for example, the Sterling- Dollar exchange 
rate was “pegged” at £ I=^4'76J. At that time England had heavy, 
payments to make to the United States in respect of food, munitions 
and raw materials supplied to herself and to the Allies. The heavy 
depreciation of the pound and the absence of counter-balancing 
exports would have caused the dollar exchange to fall far below 
the normal parity (^4.86). The British Government, however, met 
the situation by fixing the exchange at an arbitrary figure, namely, 
^4*764 and maintained it at first by limiting the imports of 
“non-essentials”_ into England and by raising dollar credits with 
private firms in New York which were sold at §4*764 for £ 1 to 
British armament firms and importeis of raw materials to enable 
them to discharge their Ameiican debts. The American and 
Canadian bonds held by residents in England were offered as 
securities — the holders of those bonds being compelled first by a 
very hea^^ income-tax and then by legislation to surrender these 
securities to the Treasury. The securities thus obtained vere either 
sold in New York or deposited as collaterals for loans and thus 
formed an invisible export which paid for the import of food nnd 
ammunition by the Allies. When the supply of those securities 
had practically come to an end, the American Government raised 
loans in Ameiica for the British Government and therewith paid 
the United States exporters for the supplies of munitions and food 
sent to England and her Allies. 
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(is. 4d) and the upper specie point (is. 4-|d) . The pur- 
chasers of these bills (called the Council Bills) sent 
them to their creditors in India who were ultimately 
paid b}’’ the Government of India or their bankers. 
It may be incidentally mentioned here that the 
Council Bills, apart from stabilising exchange, were 
regarded as a very convenient means of remitting 
Home Charges, i. e., the amount of money which 
the Government of India has to send annually to 
defray the expenses of the Secretary of State.' They 
also tended to (in theory at least) contract currency 
and lower prices in England and bring about a 
corresponding rise of prices in India. Similarly, in 
the event of exchange falling below the lower 
specie point, the sale of Council Bills was stopped 
and the Governor General-in-Council volunteered 
to sell Bills — called Reverse Council Bills — drawn 
by himself on the Secretary of State at prices 
varying between the par (is. 4d) and the lower 
specie point (is. 3f|d). Currency was contracted 
in India and by creating sufficient exchange bills 
(official) the exchange was prevented from 
deteriorating. Because the balance of trade was 
persistently in favour of India, the system worked 
satisfactorily only so long as the Government had 
sufficient money in the reserves in India to pay 
out the Council Bills and broke down during the 
war period when the funds ran out. 


I In 1 ‘espect of: - 

1. Interest on the sterling debt of India; 

2. Interest on the stock of the Government Railway Companies; 

furloughs of English officials payable in 

4. Army effective and non-effective charges. 

5. Puichf^es of stores in England on behalf of the Government 

01 India; and 

6. cost of administration in England on behalf of the 
Government of India. 


THE KATE OF EXCHANGE 


109 


Even now-a-days the rupee has been ‘'pegged” 
to sterling at Re, i = i8d, but the old method of 
V Council Bills and Reverse Council Bills has been 
replaced by the system of Purchase of Sterling. 
Whenever the balance of trade is favourable to 
India and the rupee-sterling exchange rate threatens 
to rise above is bjd (the upper specie point) the 
Government of India prevails upon the exchange 
banks to put their sterling resources in Eondon at 
their disposal in exchange for money paid to them 
in India. This system was introduced in 1923-24 
but was greatly extended in 1924-25 when the 
purchase of sterling was resorted to as a principal 
method of remittance, the weekly sales of Council 
Bills being started only when there was a great 
demand for them. The Hilton Young Commission 
recommended the purchase by competitive public 
tender and the publication of the weekly returns 
of remittances. Accordingly, since April 1927, the 
system of purchase of sterling in India by public 
tender has been inaugurated. Tenders are received 
on one day each week, usually on Wednesday, 
simultaneously in Calcutta, Bombay, Madras and 
Karachi and particulars of the amounts allotted are 
published on the following day in each of these 
places. Between the days on which the tenders are 
received, intermediates are on offer at the offices 
of the Reserve Bank of India at these places at 
a rate ^d above the highest rate accepted on the 
previous day on which the tenders were received.^ 

The present system (like its predecessor) is an 
essential part of the complicated mechanism of 
foreign exchange and is also utilised for the annual 
; remittance of Home Charges to the Secretary of 
\ State. It is preferred to the old system of Council 
Bills because it enables the Government to ascertain 

1 Also read Jathar and Beri — Indian Econonucs, Vol. II pp. 390-2 
and the Eeports of the Controller of Currency for 1924-27. 
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the factors much more accurately and promptly and 
to regulate the purchase of sterling much more 
satisfactorily with reference to the varying condi- j 
tions of the market. It is also useful to the ex- 
change banks who need not raise loans in England 
for they can always sell their sterling bills to the 
Government in India. 

Main Influences on the Exchanges. We are 
now in a position to study the principal factors 
affecting the exchange values of currencies. These 
factors may be summarised as : — 

1. Short-term factors — (a) Commercial. 

(b) Financial. 

2. Long-term factors — (a) Currency and credit ' 

conditions. ). 

(b) Political and indus- 
trial conditions. 

Eet us deal with them one by one. 

SHORT-TERM FACTORS. 

Commercial. We have seen that the rate of 
exchange depends upon the demand and supply of 
exchange bills which are drawn in response to trade 
requirements and that the exchange tends to be 
favourable to a country which exports more than 
what it imports and unfavourable to a country 
whose imports exceed its exports — the words ‘im- ] 
ports’ and ‘exports’ being used in a very wide sense 
so as to include both visible and invisible items. 

Financial. The development of banking and 
the ease and rapidity with which funds can be / 
transferred from one centre to another have ren- 
dered banking and financial operations a most 
powerful factor affecting exchange rates. For 
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instance, if country A is exporting capital to country 
B, the supply of A’s money offered against B’s 
wtnoney wiU be increased and the rate of exchange 
'^will be favourable to B. Similarly, when it is feared 
that one currency or another wiU fall considerably 
in exchange value, quite large movements of capital 
may take place, not for long-term investment, but 
in the hope of making a gain or avoiding a loss on 
exchange movements. Movements of capital may 
also be due to Stock Kxchange operations. It is 
a well-known fact that Governments and Municipa- 
Hties often raise loans in foreign countries to 
meet the needs which the savings of their own 
people are not able to satisfy. Big industries Uke- 
wise invite international subscriptions to their 
capital. If such capital stock and shares are subs- 
cribed for internationally, it follows that they must 
Abe marketable internationally and there are now 
many securities which can be dealt in on all the 
principal stock markets of the world. The creation 
of these international loans, payment of interest 
thereon, and their repayment etc., naturally lead to 
changes in the rates of exchange. For instance, 
“when a country gives loans to another, the loans 
have to be transferred into the foreign currency. 
Its demand for foreign currency increases and the 
rate of exchange moves against it. Similarly, when 
home investors buy foreign securities or home secu- 
rities are sold by foreigners, the rate falls. But 
when the loans are being repaid ; or when the 
foreigners buy domestic securities, the demand for 
home currency on their part rises and the rate of 
exchange rises. 

: The Bank Bate also plays an important part 

'\in the determination of exchange rates. When it 
is high (in relation to other centres) foreigners send 


1 Sen & Das — An Inirodtidion io Economic Theo)y^ p. 432. 
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funds to that country to earn higher rates of 
interest. The demand for home currency rises and 
the rate of exchange moves up. Opposite happens 
when the Bank Rate is lowered. 

Another financial operation, the results of 
which affect rates of exchange, is that of “arbitrage 
in exchange." The term “arbitrage" is applied to 
the simultaneous buying and selling of the same 
article in two or more markets. “Arbitrage in 
exchange" is, therefore, an operation in exchange 
by which speculators endeavour to profit by differ- 
ences in the rates of exchange for the same currency 
ruling in two or more centres at the same time, 
They buy up currency in a centre where it is cheap f 
and re-sell it in a centre where it is dear, the margin 
of difference constituting their profit.^ The effect) 
of such operations is to narrow down fluctuations 
in rates or to cause the world price of a currency 
to move in the same direction in all centres all at 
once, since a demand for any currency in a certain 
centre is met by transfers of supplies of that cur- 
rency from centres where the demand is not so 
great and the price is consequently lower. Any 
excessive supply of a currency in one centre is simi- 
larly transferred to other centres where the supply 
is smaller and world supply and demand are thus 
set-off against each other. 

LONG-TERM FACTORS. 

Currency and Credit Conditions. They exer- 
cise important influences on the rates of exchange. 


are 


dealings are confined fo two countries they — 
called simjnc or direcV^ ai bit rage but ^Yhen they are carried out in a third 
currency between two centres or in four or more currencies between three 
or more centres simultaneously they are known as ^^compoimd^^ or 
point (or three-point etc.) arbitrage. 
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If, for example, we know that the note-circulation 
of a country is increasing out of all proportions to 
its trade we may expect a fall in the purchasing 
power of money and a rise of prices. This must 
have an adverse effect upon the export trade of the 
country and consequently upon its exchange rate. 
A fall in the rate of exchange sets in motion forces 
which tend to bring prices down. Tow exchange 
encourages imports and discourages exports and 
thus leads to the outflow of gold. To the extent 
gold goes out of the country there is a reduction in 
currency and credit and a corresponding fall in 
internal prices. 


Political and Industrial Conditions. The 
national budget is a useful index to national finances. 
A country where expenditure is scrupulously adjus- 
ted to the income inspires universal confidence. 
Speculators in exchange buy up the currency of such 
country in anticipation of a rise in exchange due 
to increased prosperity. On the other hand, where 
it appears that a countr}^ is spending more than the 
state of its national prosperity justifies, fresh taxa- 
tion will be inevitable. The speculators in exchange 
will sell the currency of such country in anticipa- 
tion of a fall in its- international value owing to 
reduction of exports (due to high prices) and to the 
general falling-off in national prosperity. 

The political outlook in a country is also a 
potent factor both in exchange speculation and in 
the international movement of capital. A stable 
government, the strict maintenance of law and 
order, the protection of private wealth and property 
^and the relation between labour and capital etc., 
decide whether capital should flow in or go out of a 
country and, therefore, whether exchange should be 
favourable or otherwise. 
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EXCHANGE CONTROL.* 

Having studied the causes of exchange fluc- 
tuations, it remains for us to examine the need and 
modes of exchange control which, for our purposes, 
will include all governmental interference. 

Objects of Exchange Control. The need of 
stable prices and exchange as a necessary condition 
for the development of trade and national prosperity 
has often been emphasised. The government must 
control exchange especially at times when it threat- 
ens to sink to levels at which trading with other 
countries will be impossible. Control of exchange 
may also be necessary to prevent a flight of capital 
and to prevent the gold resources of the central 
bank from falling very low — indeed, if possible, to 
increase them. As the strength or weakness of 
exchange depend upon the number of bills avail- 
able for sale and purchase, the object of exchange 
control is to restrict the demand for foreign ex- 
change and simultaneously to increase its supply. 

Methods of Exchange Control. 

I. Regulation of Merchandise Movement . — 
Tariffs, Quotas and Licences. Since it is the in- 
and-out movement of merchandise which primarily 
affects any exchange rate, it is only logical that the 
exchange should be controlled by regulating the 

1 The term has been variously defined. Paul Einzig, for example, 
has included under this denomination all interferences by monetary 
authorities on the exchange markets. See his Exchamfc Control.^ London 
1 034 

. Heilperin, on the other hand, believes that exchange control con- 
sists only in the centralisation of all dealings in foreign exchange in the 
^ public authority. See his Inievnatumal Moneturij Econoviics^ 

riie Report on Exehange Control^ submitted by a Committee com- 
posea of members of the Economic and Financial Committee of tlie League 
of Nations, Geneva, 1938, provides no explicit definition whatever. ' 
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amount of imports and exports. This is usually 
accomplished by imposing restrictive or even prohi- 
bitive duties on the import of certain goods and/or 
by offering subsidies, bounties or “drawbacks” to 
exports of certain staple home products. If the 
country's balance of payments still remains adverse 
more drastic steps may be taken to control trade 
by means of “quotas” and “licences”. Under the 
“quota” system the government allows only a fixed 
quantity of certain articles to be imported in a fixed 
period of time. When the total has been reached, 
no more ^oods of that particular kind can be im- 
ported until the beginning of the next quota period. 
“Licensing” of imports also has the same effect. 
By issuing licences for imports (and exports) the 
government cannot only regulate the amount of 
commodities imported (and exported) but it can 
also regulate the amount coming from (and going 
to) different countries. 

2. Rationing the Supply of Exchange. The 
state may (through the Central Bank) assume the 
exclusive right of bu3dng and selling foreign ex- 
change at fixed rates. These may be rates corres- 
ponding to the parities which existed at the time 
when exchange control was introduced, but they 
may be other rates. All open market dealings in 
bills, in this case, are done away with— the Central 
Bank being the only place where foreign exchange 
can be bought and sold and the official price being 
the only price at which payments can be made or 
received. * 

3. Exchange Equalization Fund. It is created 
to enable the Central Bank to control exchange 

■ when the government has decided upon it. “Great 


1 Virtually it nmoiint'! to “exchmiKC pegsing” ^^hich h.as already 
been di'^cus^ed. 
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Britain was the first country to set up such a fund. 
It began in June, 1932, with assets of about 150 
million in Treasur}" bills, augmented in April 1933, 
b5’- a further £ 200 million of Treasury bills, and in 
June, 1937, with 3’et a further £ 200 million, and it 
is still in existence. Its main object. . . .was to 
affect purety speculative movements in sterling ex- 
change rates whilst allowing “real” causes to affect 
the long-term trend. The Fund was to smooth out 
temporar}’ fluctuations.”^ The assets of the fund 
consist of sterling (in the form of Treasury bills) 
and gold. The power of the Central Bai/k to keep 
sterhng down is limited b3^ the extent of its sterling 
assets, and its power to keep sterling up is limited 
b3' the extent of its foreign assets. 

Some other countries, notably France and the 
United States have also established similar funds. 

4- Money Rates — The Bank Rate. We have 
alread3- seen that the exchange rates are aft'ected b3' 
the rate for mone3' i. e. the rates of interest. When 
interest rates at au3'- important centre tend to rise, 
exchange rates on that point tend also to rise br- 
reason of the natural desire to send mone3’' to an}’ 
market where a greater return can be had for its 
use. Conversel3’', when interest rates go down, 
exchange rates on that point are lowered through 
the withdrawal of loanable capital which inevitabl}’ 
takes place. Hence, exchange can be effectively 
controlled by controlling the rates for money. 
Mone}’ rates can be controlled b3’’ regulating the 
ank Rate 1. e. the rate at which bills can be re- 
iscounted at the^ Central Bank, because no bank 
wi discount a bill for a customer at a rate very 

official rate which it knows it 
wiU Itself have to pay at the Central Bank in case 


I Benl\am~“£*cono??n‘cs— p. MO. 
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re-discounting of the bill becomes advisable or 
necessary. 

* 5. Blocked Accounts. The government may 

take steps to forbid the transfer out of the country 
of any sums in the home currency owned by 
foreigners. Such balances are then described as 
“frozen.” The foreigners who own them are not 
allowed to draw upon them or are allowed to do so 
only to a limited extent and for a specified purpose 
such as to cover their personal expenditure while 
travelling in that country. Hence they are pre- 
vented not only from converting them into a 
foreign currency but even from utilizing them 
freely for purchasing goods and pa5dng debts within 
the country. 

^ 6. Clearing Agreements. They are insisted 

upon, in the interest of their nationals, by countries 
exporting to a country practising exchange control. 
The countries controlling exchange have to guaran- 
tee, before export to them is permitted, that prompt 
pa3^ment will be made for all articles delivered to 
them. 


SUjMMARY 

Definition of the Rate of Exchange* It may be defined as 
the price of one unit of the currency of one country expressed in 
the money 0 f the other. 

Methods of Determining Rates of Exchange. Since differ- 
ent countries of the world have different monetary standards, 
the rates of exchange between them are determined by different 
methods. In the case of countries on the gold standard the 
^rate of exchange is determined by the Mint Par Theory, that 
Vs, by equating the metallic contents of their respective standard 
coins. The rate of exchange between England on one side 
and U. S. A., France and Germany etc., on the other, before 
the last War, was determined by this method. Notwithstanding 
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full freedom to send gold to and fro, daily transactions between 
such countries are normally conducted through bills of .exchange. 
The price of these bills is determined by their demand and 
supply but cannot rise above or fall below the par by morai 
than the cost of remitting an equivalent amount of bullion^ 
from one country to the other. There are two points, therefore, 
within which the prices of exchange bills fluctuate — the Upper 
Specie Point which is calculated by adding the cost of shipment 
and insurance to the mint par and the Lower Specie Point 
which is obtained by subtracting the cost of freight and insu- 
rance from the par. 

The rate of exchange between one country on the gold 
standard and the other on an inconvertible paper currency 
standard depends entirely on the supply and demand of bills 
of exchange because, in the absence of the facility of importing 
and exporting gold, there is no help for the debtors but to 
discharge their obligations through exchange bills even though 
they may have to pay more for them. The same rule applies 
to all countries on an inconvertible paper currency standard. 
Hence, it is obvious that if the freedom to import and exporU 
gold freely does not exist, the rate of exchange is determined 
by the supply and demand of the bills of exchange and because 
these bills are drawn in response to trade requirements, the 
rate of exchange may be said to be determined by the balance 
of trade. This is the so-called Balance of Trade Theory 
which states that the exchange will be favourable to a country 
which exports more than what it imports and against a country 
whose imports exceed its exports. The words "exports” and 
"imports” are used in the widest sense to embrace all visible 
as well as invisible items and include, among recorded items, 
all those goods and services which are not recorded but w’hicli 
establish the claim of one country over the currency of the 
other viz., earnings of the nationals of one country serving 
abroad in so far as they are remitted to the mother country, 
subscriptions for charitable purposes, expenditure of a nation's 
Government abroad, tributes and indemnities and the expenses 
of students and tourists residing or travelling abroad. A 
specimen of the Balance of Trade of India including visible 
items only is given and a table from a League of Nations’ pub- 
lication is reproduced to give an idea of the relative importance 
of some of the unrecorded items during the last five years. 

I Pay for Imports. This is an important theory of 

international trade. It means that all the exports of a country 
(including invisible items) going to all the countries ‘of the 
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1926-27. With the object of regulating exchange within tb 
specie points the Government used to sell its own bills— calle 
the Council and Reverse Council Bills — at approximately fixet 
prices. These bills also constituted an important means o, 
remitting Home dirges, that is, the expenses of the Secretary 
of State incurred on behalf of the Government of India in 
England. The system of Council Bills has now been replaced 
by the system of purchase of sterling. Whenever the balance 
of trade is favourable to India and the rupee-sterling exchange 
threatens to rise above the upper specie point, the Government 
of India prevails upon the Exchange Banks to put their ster- 
ling resources in London at its disposal in exchange for money 
paid to them in India. The new' system permits the Govern 
ment to stabilize exchange more effectively than before. It 
helps the Government of India to remit money to the Secretary 
of State and also the Foreign Exchange Banks to draw money 
from England whenever their funds in India run short. 

Main Factors Affecting Exchange. In the short period the 
rate of exchange is influenced by commercial and financial 
factors, t. e. by the balance of trade, the rates of interest 
(including the Bank Rate) prevailing in different centres and 
arbitrage dealings In the -long period the state of currency and 
credit as well as the political and industrial conditions of the 
country' play' an important part in the determination of 
exchange. 

Exchange Control. As the stability' of exchange is neces- 
sary' for the trade and industries of the country' as w'ell as for 
the purpose of preserving the integrity' of gold reserves, it is 
often desirable to prevent undue fluctuations of exchange by 
artificial means. Exchange is controlled partly' by limiting 
imports (through quotas and licences) and stimulating exports 
(through bounties and subsidies) and partly by centralising 
all exchange dealings in the hands of the Central Bank. The 
Central Bank usually relies on its Bank Rate but the effec- 
tiveness of its operations depend upon the adequacy of the 
Exchange Equalisation Fund w'hich is often instituted to 
correct temporary fluctuations of exchange. Exchange may' 
also be controlled by "freezing” the accounts of the foreigners 
and by entering into Clearing Agreements. 
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QUESTIONS 

1. What is the rate of exchange ? Indicate the causes 
of fluctuation in the rate of exchange. Is there any limit to 
these fluctuations ? If so, are they rigidly fixed ? 

[Delhi Inter. 1928] 

2. How is the Mint Par determined between England 
and U. S. A. ? Show how the rate of exchange would be 
affected by (a) a loan contracted by England in U. S. A., (b) a 
relative rise in the rate of interest in Eondon, (c) the outbreak 
of commercial crisis in New York- 

[Punjab B. A., 1923] 

3. How is the “bullion" or “melting" point determined 
in the case of the rupee ? 

[Delhi Inter. 1932] 

4. On what do the gold points depend ? Can exchange 
go beyond the gold points ? If so, when and how ? 

A [Punjab B. A. 1932] 

5. Explain clearly what is meant by invisible exports 
and imports. Why is it not easy to gauge aright the exact 
amount and value of these invisible exports and imports at 
any particular moment ? 

[Delhi B. A. 1931 and 1933] 

6. What do you understand by the term ‘balance of 
trade' ? Explain the factors which bring about the equation 
of indebtedness between India and other foreign countries of 
the world. 

[Agra B. A. 1933] 

/ 

7. In what sense it is true that imports must in the long 
run pay for exports. 

[Calcutta B. A. 1931 and Delhi Inter. 1930] 

8. What do you understand by purchasing power parity ? 
Examine the usefulness of this conception. 

[Delhi Inter. 1933 and Delhi B. A. 1934) 

9. How far has Cassel’s theory of foreign exchanges been 
seriously challenged ? How would you account for the devia- 
tion of the exchanges from the par ? 


[Delhi B. A. (Hons.) 1932] 
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10. Explain how exchange between two nations is nor- 
mally maintained ? Use the Indian monetary system as your 
chief illustration. 

[Delhi Int. 1932] 

11. Describe and explain the ways which the Government 
of India follows for the purpose of making remittances to the 
London Treasury. 

[Delhi Int. 1931 and Delhi B. A. (Hons.) 1931] 

12. Write brief explanatory notes on : 

(t) Home Charges. 

(«) Specie Points. 

(ttt) Council Bills. 

(tv) Unfavourable, Balance of Trade. 

(7;) Invisible Exports. 

(vi) Mint Par of Exchange. 

(vii) Purchase of Sterling. 



CHAPTER IX 


MONETARY STANDARDS ''' 

From what has been said against the dangers 
of inflation, it should be quite clear that, in the 
interest of social justice and harmony, t he valu e 
of mone y measure d in terms of commodities should 
i be k ept stable? _ Thejgrice's are kept stationary by_^ 
I a dopting a suit abl e coin or combination of coins as^, 
standards oFvaliie in suc h a way as to keejp the 
\su^Iy ot currency p^roperE’-, adjusted to its demand, 
although it cannot be denied that an ideal standard 
{nhich will not inflict any injury on any individual 
is unattainable in practice. 

t 

Bi-metallism and Mono-metallism Defined. A 

monetary sj^stem in which the principal or standard 
money is composed of coins of two different metals 
(sa}’", gold and silver) is called Bi-metalhsm or Double 
^andard, A system in which the standard or 
princi^l coin is made of one metal (gold or silver) 
is called Mono - metallism . 

Bi-metallism or Double Standard. In a true 
bi-metalHc standard, both the standard coins are 
freely minted, are unlimited legal tender and there 
is a fixed ratio of exchange between them. For 
instance, if in U. S. A. a silver dollar contains 
i6 grains of silver for every grain of gold in a gold 
dollar, the ratio of conversion between the two 
standard coins would be i6 to i. _ A debtor would 
have the option, unless otherwise bound by his 
contract, of making payment either in gold or in 
silver money. This system has been advocated 
on the ground that two moneys in circulation 
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provide a sort of compensatory'^ influence over each 
other which is very favourable for the maintenance 
of steady prices. For example, an increase or 
decrease in the production of one metal will often ^ . 
be counteracted by a probable decrease or increase 
in the production of another metal with the result , 
that the value of money, on the whole, would 
be steadier under bi-metallism than under mono- 
metallism. Similarly, the overvalued metal will 
tend to drive the undervalued metal out of 
circulation. It alone will be presented at the mint 
for coinage. Its withdrawal from the bullion market 
will tend to raise its value there. On the other j 
hand, the under-valued metal not being presented j 
at the mint for coinage, will increase in supply in 
the market and this will tend to reduce its value. 

In this way the market ratio will always revert to . 
the legal ratio whenever any divergence between ^ 
the two takes place. It has also been suggested 
that, owing to the circulation of two standard 
coins, the total money stock is greater and the 
resulting high prices more favourable for the 


1 Jcvons calls it ‘cquihbratory action’^ which he explains as 
follows 


“If silver becomes more valuable .... compared ^^ith ^^old, there 
arises at once a tendency to import gold into any country possessing 
the double standard so that, it may be coined there and exchanged for 

a legally equivalent weight of silver coin lobe exported again if 

gold rose in value compared with silvei the action would be reversed; 
gold would lie absorbed and silver libcralod. At any moment the 
standard of value is doubtless one metal or tlic other, and not both; 
yet the fact that there is an alternation tends to make each vary 
much less than it would otherwise do. It cannot prevent both metals 
from falling or rising in value compared with other commodities, but 
it can throw variations of supply and demand over a larger area 
instead of having each metal to be afiTcctcd merely by its own 
accidents.” 


^ Imagine two reservoirs of water, each snlijcct to independent 
variations of supply and demand. In the absence of any connecting pipe, 
the level of water in each will be subicct to its own fluctuationB only. But 
11 wc open a connection, the water in both will assume a certain mean 
the ciTects of any excessive supply or demand ivill be distributed 
ISWda rcservoir8”-Mo?zcy the Mechanism of 
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stimulation of trade and industry. Higher prices 
are also supposed to be beneficial to the poor 
'^debtors of a country who, according to some, de- 
serve greater consideration than the creditors. But, 
by far the most important advantage urged in 
favour of bi-metallism is that it helps the trade 
of a country both with gold and silver using 
countries. 

Bi-metallism was adopted by Europe and 
America in the eighteenth century but it was sub- 
sequently given up owing to the wastage of precious 
metals and owing to the fact that the depreciated 
coin often manages to drive the dearer one out of 
circulation. This tendency of the cheaper money to 
drive the dearer one out of circulation (which is now 
called Gresham's Eaw) seems to have been recognis- 
ied even among the ancient Greeks and needs to be 
studied carefully. 

Gresham’s Law. When different coins are in 
circulation, all of them are not alike. Some are 
made of silver, others are made of gold. Some 
are fresh from the mint, others contain more 
metal than those which have been worn out by 
constant use. The good coins are apparently more 
valuable for making payments abroad and for 
industrial purposes and therefore the people, so far 
as they can help it, keep them in the secure corners 
of their pockets and transact normal business 
with the help of comparatively worse coins. “The 
reason why the cheaper of two moneys always 
prevails is that the choice of the use pf money 
rests chiefly with the man who gives it in 
exchange, not with the man who receives it. 
^When any one has the choice of paying his debts 
'in either of two moneys, motives of economy will 
prompt him to use the cheaper.”^ The same 
thing happens when metallic and paper currencies 

1 Fisher — The Purchasing Potccr of the Moneg — p. 113, 
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are in circulation side by side. The paper note, 
being the worse of the two, remains in active 
circulation while the metallic coins remain conceale^^ 
until they are taken out of the hoards for emergent^ 
purposes. Tills tendency of tbe bad money oi 
driving good money out of circulation is called 
Gresham’s Taw — after Sir Thomas Gresham who 
called attention to this phenomenon more sharply 
than any body up to his time had done. The 
phrase “so far as they can help it’’ is parti- 
cularly significant for good and bad money will 
both remain in circulation so long as the good and 
the bad money taken together are not in excess 
of the monetary needs of the community. Again, 
an inferior money will not circulate in opposition 
to custom or public opinion. An inconvertible 
note, for example, or an old coin, will itselj- 
he driven out of circulation if the public refuses to^ 
accept it in preference to some better form of 
currency. “We have a striking illustration of 
the influence of custom in the history of California 
during the Civil War. The people of Calif ornh 
would not use the greenbacks issued b}^ the Govern- 
ment and continued to use gold whilst the rest of 
the United States was using paper money. The 
law, thus, is a mere statement of a tendency and 
must be stated hypothetically. Kinley has put 
it thus ; “If more than one form of money is 
legally usable in a countr5^, and if one of these 
is more valuable for some other use than it is for 
making exchanges, then the inferior portion of the 
currency will supplant the superior to the extent 
that the two portions together exceed the need for 
currency in the country, provided that public 
opinion or any other economic force does not 
interfere with the operation of the self-interest ci 
dealers in money. 

1 TFrtrftrt and Joshi—op. cit. pp. 115-116. 

2 iiloney— pp. 57-58. 
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Now, since gold and silver are subject to 
different conditions, it is difficult to maintain a 
i, ^yfixed ratio between tbem. If there are permanent 
forces causing permanent differences in the prices of 
gold and silver the old ratio will not be restored. 
The under-valued metal will gradually go out of 
circulation and the metallic money will consist of 
the overvalued money only. Consequently, all 
bi-metallic countries are really left with one kind 
of money and that too a bad one. The 
compensatory action of the double standard pre- 
supposes an international agreement for the 
adoption of bi-metallism. There may be forces at 
work which, instead of correcting the discrepancies 
between the market and legal ratios, may accentuate 
the discrepancies. ^ 

^ International Bi-metallism. In order to guard 
against the operation of Gresham’s Taw and to 
maintain a fixed ratio between gold and silver 
coins, bi-metallism on an international basis has 
been suggested. The scheme would certainly be 
more effective but there seems to be no prospect 
of such an international agreement for a very long 
time to come. 

Limping Bi-metallism. It is an imperfect 
form of bi-metallism. Under a "Limping” standard, 
two metals are unlimited legal tender but only one 
has got free coinage. Such a system comes about 
when, in a system of bi-metallism, before either 
metal can wholly expel the other, the mint is 
closed to the cheaper of them. It existed in 
France and U.S.A. before the last war when gold 
and silver coins ^ were both unlimited legal tender 
^ only gold coins had a free coinage. 

Parallel Standard. Whenever it is thought 
desirable to keep gold and silver coins permanently 
in circulation side by side, the fixing of the value 
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of one coin in terms of the other is left to the 
open market and the Treasury is allowed to accept 
them at the rate of exchange- of the day. This^ 
system which was introduced in England in 1663 
is called the “parallel standard” or “alternative 
standard.” It was found unsatisfactory because 
traders found it very inconvenient to have to 
calculate continually in different coins of money 
which stood to each other in a fluctuating ratio. 

Mono-metallism. It may exist either as gold 
standard or as silver standard. Silver being a 
cheap metal and more open to changes in price 
is pnly adopted by comparatively poor and 
uncivilised countries like China. The more 
progressive countries, with larger scales of incomes 
and transactions, use gold ^s the principal medium 
of exchange. The price of the yellow metal 
generally remains very steady and the countries ' 
adopting it enjoy greater stability of purchasing 
power than countries on the silver standard.^ 

The Gold Standard. In modern times, the 
monetary standard upon which the leading nations 
of the w'orld have pinned their faith is that of gold. 
For centuries gold has stood, rightly or wrongly, 
as a symbol of solid, substantial wealth and has 
been a serviceable standard of value. At all times, 
and amongst people at every stage of economic 
development, gold has been held in high esteem, 
partly on account of its scarcity and partly on 
account of its attractive appearance and utility. 
The gold standard was originally adopted by few 
important countries but was soon followed by the 
rest for the simple reason that the adoption of the 
gold standard brought the nation adopting it into , 
relations of stable exchange with the richer nations A 
and pre-eminently with England. Every addition 
to the list of gold standard countries increased the 

1 -M-'O II.IU trey— RteonMructwn—\^. 50, 
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stability of gold by spreading over a wider field 
possible, fluctuations in its exchange value arising 
from changes in the total supply or in the demand 
’’in any one country^ Hence, it greatly facilitates 
international division of labour and international 
investment.' Mr. Keynes, an eminent economist, 
was so enthusiastic about the efficacy of the 
gold standard that in the Reconstruction Number 
of ’the Manchester Guardian just after the War 
he wrote: “If gold standard could be reintro- 
duced throughout Europe, we all agree that this 
would promote, as nothing else can, the revival 
not only of, trade and ■ of production but of 
international credit and the movement of capital to 
where it is needed most.”^ The recent abnormal 
rise of prices has led some people to suggest that 
gold standard has - no special advantages and that 
the same results may be obtained by a silver 
standard or a well-regulated paper standard. In 
fact they say that the gold standard was invented 
by great financiers in order to enrich themselves and 
to get the world in their power. They invented the 
gold standard in order to obtain the position to 
manipulate slumps and booms and should be 
opposed by the . masses who stand to lose by 
instability of prices and exchange.® But the 

1 See Con ant — Principles of Money and Banicing — Vol- I, p. 319* 

2 Section I, pp. 3-4. 

3 ^‘Wlien prices of ordinary commodities rise to their heights 
which causes the value of gold to depreciate in terms of commodities 
these financiers sell property and commodities heavily in order to 
restore the value of their gold and invest the proceeds from their 
sales of commodities and propeity in further purchases of gold, 
because they know that the prices in general will fall further 
ouing to the impetus. Their sales of commodities and property 
encourages or compels every one else to sell and this intensifies 
the^ slumps. When prices in general have fallen to the lowest 
limit possible and the value of gold in terms of commodities has 
peached its maximum, they sell much of their gold and begin 
buying property and commodities, and this causes eveiy one with 
any money or credit left afrer the slump, to follow suit. This is 
the cause of the booms.” Major Vanrenen, a big Zamindar of the 
Punjab, at a meeting held under the auspices of the Punjab Branch 
of the Currency League of India on 3rd. November 1933. 
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preference for gold as the one commodity that can 
adequately fulfil the requirements of money cannot 
be dismissed as merely sentimental. _ It is based 
upon an instinctive appreciation of its economic 
potentialities and on an adequate analysis of its 
economic virtues by the civilised and thinking 
sections of the humanity. It provides for automatic 
expansion and contraction of currency. More coins 
can be created at will and if there is a superfluity 
of coins, it can be removed by melting them down. 
Owing to the fact that there is a free and open 
market for gold, its outward and inward flow is 
checked. Fluctuations in the rates of exchange are 
confined to specie points and loss to trade on 
account of instabiUty of exchange is greatly 
minimised. Moreover, the fact that a gold standard 
acts as an effective check on any attempt on the 
part of Government to manufacture currency should > 
not be lightly brushed aside. 

Kinds of Gold Standard. A gold standard (or 
as a matter of that, a silver standard) is generally 
of two types,^ viz; 

1. Gold Currency Standard; and 

2. Gold Bullion Standard. 

Gold Currency Standard. The pre-War 
■economists attached too much importance to the 
circulation of gold coins without which they thought 
the stability of currency and prices could not be 

1 Some writers have referred to all monetary standards having 
Ihe remotest relation to gold as gold standard even though some 
of them lack the essential requisites of a tiucgold standard. L. L B. 
Angas, for example, in “The Pioblems of ihe Forriqn Exchanqes” 
has, in addition to the two forms of gold standard described in^' 
this section, pointed out five more t'vpes vix. Gold Exchange Standard, 
Variable Gold Standard, Bationed Gold Standard, “Controlled' Sterling 
Loan” type of Gold Standard and the Authentic Gold Standard. 
See. pp. 39-49. 
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maintained. ' The Great War, however, emphasised 
the necessity of economising the use of precious 
* metals. People realised that gold was, after all, not 
an end in itself but a mere means to an end. It was 
wanted in circulation not for its own sake but 
because its presence inspired full public confidence 
in the currency policy of the Government and 
because people in foreign countries did not hesitate 
to accept it in payment of dues owing to them.^ 
So they said that a gold standard need not be 
regarded as absolutely indentical with gold currency. 
Even Mr. Keynes, who was such a staunch advocate 
, of gold standard stated: ”I reject the policy of 

restoring the gold standard on pre-war lines I 

regard the stability of prices, credit and employment 
as of paramount importance and feel no confidence 
that an old-fashioned gold standard will even give 
us the modicum of stability that it used to give.”^ 
According to him (and other eminent economists) 
any system which secures full and free convertibility 
of note-issue into gold in any form or shape, at all 
times and for all purposes, can be called a gold 
standard.® Such a scheme would work only if 


1 See Gregory's article in Eco72omica, June 1934, p. 170, 

2 A Tract onMoaeiary Reform^ pp. 163-17G* 

3 Keynes has defined a gold standard as “in its essence an 
abstract standard where the price of gold has been fixed not 
absolutely but so far that variations of the price are restricted 
juthin very narrow limits,” or what amounts to the same thing, 
‘where the unit of currency htis an appioximately fixed gold value.” 

Heiiperin likewise maintains that gold-standard currency is 
not gold currency but paper money admin isteied in such a way as to 
seep the price of gold stable. 

In his International Monetary Economics published in 1939 he 
has drawn a distinction between a country being on the gold standard 
^and Its hapng a monetary system linked to gold. The former term 
IS used to designate the traditional notion . of the gold standard as a 
system under which the price of gold is fixed by the monetary laws of 
tne country^ while the latter is used to describe a situation where 
currency is linked to gold in a less determined way. See 
pages 176-177. 
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there is a free gold market effective^ controlled 
by a proper banking S3>’stem. 

The Gold Bullion Standard. An experiment 
was tried on these lines for the first time in 
England in 1925 when the note-issue, instead oi 
being convertible into sovereigns and half-sovereigns, 
was made convertible into gold bars containing 
400 ounces of fine gold at the rate of £ 3. 17s. loM. 
per standard ounce. The s5'stem was called the 
Gold Bullion Standard. In 1928, the French 
introduced a variation of this new S5'Stem when 
the Bank of France wms given the option of 
redeeming notes either in gold bars or in gold 
coins. As w'e shall see presenth^ a S3-stem similar 
to this wms also recommended b3^ the Hilton Young 
Commission for India in 1926. 

In this t34)e of gold standard, although gold 
is theoretically the standard of value, there is little 
or no gold in circulation. The normal monetary 
circulation consists largety of token mone3' (paper 
and silver) wEich is legalty convertible into gold 
bars or bullion whether the gold is required for 
internal purposes or for export. Such a system is 
certain^ much more scientific but one cannot be 
too sure of its successful working in practice.^ 

The Gold Exchange Standard. It ma3' also 
happen that, out of considerations of econom3' or 
purpose of maintaining a stable par of 
exchange, a countr3’’ nia3' have an inferior metal 
lor local pu^oses and make gold (the international 
inone39 available for payments onlv at an 
approxwtaUly fixed rate. Such a svstem is called a 
Gold Exchange Standard. It emsted in India 


1 Also see Chapter XII. 
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“before the War and for some years after the 
Armistice but has been abandoned since. The 
^Government of India, before 1917, used to give 
one pound for every 15 rupees tendered to them 
in India to enable Indian importers to pay for 
their goods in sterling in England and, conversely, 
when foreign debtors wished to square up their 
debts in India, they had the option of delivering 
a pound sterling in England to get 15 rupees in 
India. The popularity of the Gold Exchange 
Standard is based upon the assumption that foreign 
exchange is as good as gold as cover for the 
national currency. The advantages claimed in favour 
of the Gold Exchange Standard have been nicely 
summed up by Couant as follows : — 

1. It decreases the pressure upon the world 
supply of gold ; 

2. It helps the maintenance of a stable par 
of exchange between Oriental and Western 
countries ; 

3. It is admirably suited to poor and unde- 
veloped countries ; and 

4. It opens the market for silver and thus 
helps I'n steadying its value.^ 

It should, however, be remembered that the 
movement of foreign exchange from one country 
to another has by no means the same reaction on 
structures as the movement of gold. 
Under a gold_ standard, when gold leaves one 
country the prices fall whilst that of the receiving 
country expand to a like extent. In the case of the 
^^change standard, when the Central Bank 
purchases foreign exchange it increases the amount 

1 Principles of Money and Banling—Yol i, pp. 392-403. 

Also lead Heilperin — International Monetary Economics — 
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of its note-issue but at the same tithe there is no 
shrinkage in the credit structure of the country from, 
which the foreign exchange is obtained. To put it'^ 
more simply, because the gold does not go in and 
out, prices cannot easily be brought to an equality 
in all countries and fluctuations in exchange con- 
tinue. Moreover, a gold exchange standard requires, 
for its successful working, a strong machinery for tlie 
purpose of maintaining an approximately fixed ratio 
of exchange between the internal currency and gold 
and sufficient reserves to back it up. 

Sterling or Dollar Exchange Standard. If, 

however, instead of making the token currency 
convertible into gold, a country finks it to sterling 
or dollar (or an independent currency of any other 
major countr5h the monetary system will be known s 
after the name of the particular currency to which ' 
it is finked. Because the external value of the 
rupee is now-a-day^s fixed in terms of the sterling, 
the present Indian currency system is called the 
Sterling Exchange Standard. It would be called the 
Dollar Exchange Standard if the exchange value 
of the rupee is fixed in terms of the dollar and 
not in terms of English currency. Dike the Gold 
Exchange Standard, even this sy^stem depends for 
its proper working upon the type of the fund of 
exchange (reserves) and the form in which the 
fund is kept.^ It is generally unpopular because 
it is wrong in principle to link the destinies of 
the currency and prices of one country to the 
fluctuating destinies of any other currency however 
firmly finked to gold it may be. The following 
table shows very’' wide changes in the value of 
sterling in respect of dollar (gold) in recent years. \ 
It stands to reason that India, whose currency is ' 
linked to that of England, must have suffered 

accordingly. The dates have been taken at 
random. 
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Date. 

f^torling— Dollar E'jclmnge. 
{Normal rai‘*=^*£l=*S 4*SGG) 

April. 19.11. 

•1 851 

Sepi ember, 2*1,1931. 

3-S2 

^Inroli, 10. 1932. 

3*03 

10, 1932. 

3*‘1S 

December, 1. 1932. 

3*10 

January, 1933. 

3*15 

June, 1933. 

4*11 

No\ CMiibcr, 2*1 , 1933. 

1 5*20 

December, M, 1933, 

1 f) 01 

Aupupt, 17, 1931, 

1 r»*c<9j 

December. 21, 1031. 

4*93a 

May, lO, 1935. 

1 1 8jf> 


Paper Currency Standard. The metallic 
standards are possible only when plenty of gold 
(or silver) is available but when the world is 
faced with a 'gold famine,’ as at present, the 
^ note-issue ceases to be legally convertible into 
' precious metals. A S3'stem of paper money js 
usually the result of exceptional circumstances in 
which notes are no longer convertible and are 
granted forced currency. During the War, for 
example, gold was rare and was locked up by 
the creditor nations like America and the leading 
countries of Europe depended upon the printing 
press for providing them with the necessary 
'sinews of w^ar’. In September 1931, England 
abandoned the gold standard and still continues 
to be on an inconvertible paper currency standard. 
Needless to say that the example of England has 
already been followed by several countries of 
Europe. 

A currency system based on mere paper is 
generally very unpopular and would not be 
tolerated except in times of extreme _ national 
emergencies. "An inconvertible paper is viewed 
with uneasiness. People fear, and not without 
reason, that it will be issued in excess. Governments 
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which have recourse to it are strongly tempted 
to escape the unpopularity of taxing the people 
openly by taxing them indirectly through the 
emission of more notes. ' It is so easy to get from'f 
a printing press any extra resources that are 
wanted urgently. As more inconvertible paper is 
put out, beyond a certain amount, it depreciates 
and as it depreciates public confidence in the 
currency is shaken and it depreciates still more.”^ 
The debtors gain at the expense of the creditors and 
the people earning fixed incomes sustain un-merited 
losses.'^ “A government should, indeed, be in a 
desperate position which ventures thus to break 
all social contracts and relations which it was 
created to preserve."^ 

Another argument usually advanced against 
the paper standard is that, by causing uncertainty 
of prices, it checks internal and external business. 
It is also a favourite sport of currency speculators 
and a potent cause of dumping. Yet another 
essential characteristic of the paper standard is that 
the currency circulates internally and, therefore, 
the system does not provide a monetary basis in 
common with other national monetary systems.' 
“Almost all monetary phenomena which require 
elucidation and almost aU the problems which 
need solution in countries on a paper currency 
will be seen to derive from this essential 
characteristic.”’* 

Some enthusiasts of the paper standard, 
however, are of opinion that the defects of paper 
as standard of value have been grossly exaggerated. 
Prices in paper standard countries, they say, are by 
no means unstable or less stable than prices in gold 

1 Clinpman — Ouilwes of Political ISconont't/, 'p. 245. 

2 Revise Chapter VI — Inflation and its effects. 

3 Jevons — and the Mechanism of Exchange, p. 236. 

4 Bertrand Nagaro Modern Monetary Systems, p. 9. 
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standard countries for gold prices have frequently- 
moved upwards and downwards by over 20 per 
cent during the last few years. Regarding 
'♦the argument that inconvertible paper allows 
spendthrift governments to print more money, 
they point out that "if an irresponsible and reckless 
government does ever happen to get into power 
and run into debt, it never hesitates, even under 
the gold standard, to abandon gold and print paper 
money. History supplies a long series of instances 
where even gold has not been an effective check 
at all.''^ Moreover, far from creating general 
instability, they say, exchange can be regulated 
more effectively and automatically under a paper 
standard than under any form of gold standard 
"The beauty of the paper system,” says Angas,' 
IS that, as soon as any dis-equilibrium between 
j deruand and supply occurs, a sharp fluctuation 
m tne price of foreign exchange immediately takes 
place, which, ^ by its immediate action on both 
e^orts and imports, rapidly restores equilibrium. 
Ihe laws of suppty and demand and price are 
thus allowed to operate freely and qmckly— as 

^ should in any market like that 

for foreign exchange, which is subjected to violent 
or -run fluctuations in both demand and suht>lv 
This ar^ment may be vahd if applied to a 

teSrSwv PapCT standard 

on paper and others 

ou/ tL^flno^^r^®''’ f already been pointed 

standard ar^ 7?^ exchange under the gold 

difference ^7h appreciable 

merence m the exports and imports. The 


A 



2 P-155. 

^ ibid p. 62 . 
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political purposes have obviously rested their case 
on the imperfections of the gold standard or on its ' ' 
mis-management. It will, however, be admitted 
that ordinarily a gold standard is far superior to 
any paper standard managed in the usual way 
and that an ill-managed paper standard inflicts 
heavier losses on the people than can be conceived 
of under any form of gold standard.^ 

Essentials of 'a Good Monetary System. From 
what has been said above it would appear that the 
selection of a monetary standard should neither be 
arbitrary nor sentimental Although the system 
of each country will depend upon its own social 
and economic requirements, an ideal standard 
should satisfy the following conditions ; — 

1. It should stabilize currency, prices and 

exchange both within the country and 
outside; 

2. It should economise the use of precious 

metals; 

3. It should be elastic, that is, capable of 

expansion and contraction in response 
to the requirements of trade; and 

4. It should command the confidence of the | 

people.*^ 

SUMMARY 

The stability of currency and prices in a country can be 
secured by adopting a suitable coin or combination of coins 
as standard of value. If two standard coins circulate side 
by side the monetary system is called bi-metallism but if the 

1 “Fiat paper has been well called the alcohol of commerce 

whose fumes entering the brains of individuals and of government 
officers, seem to make them incapable of sober judgment or self- 
restraint in the matter of further issue and further demoralisation \ 
takes place.” Kmley— Monet/, p. 351. h 

2 “The main need of the world today is more confidence. 

There can be no surer route to the re-establishment of confidence 
than the stabilisation of exchanges.” L. Robbins— St/sie??is," 
an article in the Gold (Times Publishing Co :) p. 46. 
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values of all other coins are adjusted in terms of one standard 
coin it is called mono-metallism. 

^ Bi -metallism and Gresham’s Law. Under bi-metallism 
both the standard coins are freely minted and are unlimited 
legal tender and the value of one in terms of the other is 
rigidly fixed. This system is advocated on the ground that 
changes in the value of either currency are automatically set 
right by a sort of a compensatory action between them and 
because it helps in maintaining a stable par of exchange both 
with gold and silver using countries. It also keeps prices 
up and thus helps production. But the system does not 
work well owing to the operation of Gresham’s I/aw according 
to which the cheap currency drives the dear one out of 
circulation. This law applies to all kinds of money and in 
each case the bad money tends to drive the good one out of 
circulation except when the supply of money is less than, or 
just equal to, the demand or when the public opinion is 
opposed to the acceptance of bad coins. In the case of 
bi-metallism, silver, a cheap metal, throws gold very much 
into the back-ground. 

Limping Bi-metallism. It is an imperfect form of 
bi-metallism under which two metals are unlimited legal 
tender but only one (the dearer one) has got free coinage. 
It comes into existence when there is danger of the cheap 
metal expelling the dear one out of circulation. 

Parallel Standard, In it there are two standard coins 
in circulation but the value between them is not fixed. 
They circulate at their bullion value from day to day. It 
was introduced in England in 1663 but was given up as 
being obviously inconvenient and speculative. 

Mono-metallism. It may exist in the form of gold 
or silver standard — the latter being more suitable to poor 
and less civilised countries. 

The Gold Standard. It has always been popular with 
the people owing to the utility and intrinsic merits of gold 
and because countries adopting it can hope to enter into 
relations of stable exchange with the richer countries, 
especially England. Before the war, the gold standard was 
^regarded as absolutely identical with the gold currency 
standard but now the economists do not attach any great 
importance to the circulation of gold coins. According to 
the post-war conceptions, therefore, a gold standard can exist 
even if the token currency is made legally convertible into 
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a gold bar of fixed weight and fineness at all times and 
for all purposes. This latest modification of the gold standard 
is called the Gold Bullion Standard. It is supposed to^' 
be as effective in its working as the gold currency standard 
and has the additional advantage of economising the use of 
precious metals. People have, however, expressed grave doubts 
about its successful working. 

The Gold Exchange Standard. Under it there are two 
currencies — a token currency for internal purposes and an 
external currency for foreign payments only and the value 
of one in terms of the other (for foreign transactions^ only) 
is approximately fixed. The system permits economy in the 
use of gold and is particularly suited to poor and undeveloped 
countries but is not viewed with favour partly because it 
makes the currency of one country dependent upon the 
currency of another and partly because it does not influence 
the price levels. It also requires an elaborate machinery 
for regulating exchange and rich specie reserves. 

Sterling or Dollar Exchange Standard. If ' the 
currency of one country is linked to the currency of another 
the monetary standard is known after their respective 
standard money. For example, the Indian system would 
be called the Rupee-Sterling or Rupee-Dollar Exchange 
standard according as it is linked to the currency of England 
or U.S A. respectively. Such a system is generally harmful 
because it makes the currency and prices of one country 
dependent upon the fate of the currency system of the other 
however formly linked to gold the latter may be. 

Inconvertible Paper Currency Standard. It is 
introduced in extreme national emergencies like big wars 
when the government cannot afford to manufacture metallic 
money. It should not be adopted for a single day more 
than it is required because there is a grave apprehension of 
over-issue and consequent depreciation of currency with its 
attendant evils. 

Essentials of a Good Monetary System. 

1. It should stabilise currency, prices and exchange. 

2. It should economise the use of gold. '• 

3. It should be elastic. 

4. It should inspire public confidence. 
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QUESTIONS 

1. Explain what is meant by 'monetary standards’. 
Ey what name is the monetary standard obtaining in India 
called and why? Show how it functions. [U.P. Inter. 1934] 

2. What is bi-nietallism? Describe its chief advantages 

and disadvantages. [Calcutta B.A. 1925] 

3. Indicate the characteristics of bi-metallism and 
contrast it with a mono metallic standard on one side and 
a parallel standard on the other. 

4. Comment on the statement — "Bad money drives 
good money out of circulation.” 

5. What are the essential characteristics of a gold 
standard ? In what respects does the gold standard at the 
present time differ from that which existed in pre-War days ? 

^ 6. To what extent does the existence of a gold standard 

guarantee the stability of prices ? 

7. "The gold standard is in its essence an abstract 

standard where the price of gold is fixed not absolutely but 
so far that variations of the price are restricted within very 
narrow limits.” Explain this and bring out clearly the contrast 
between the Gold Exchange Standard and the Gold Bullion 
Standard. [Delhi B A. 1932 ; Agra B.A. 1932] 

8. In what different ways is it possible to combine gold 
and silver in the currency sj^stem of a country? 

[Calcutta B.A. 1931] 

9. Criticise the suggestion that the use of gold as a 
medium of exchange involves a corresponding loss of national 
wealth which might be saved by replacing the metal by tokens. 

10. Write brief explanatory notes on : — 

(fl) Gresham’s Daw. 

[b) Law of Compensatory Action. 

(c) Sterling Exchange Standard. 

{(i) Limping Bi-metallism. 



CHAPTER X 

TH:e INDIAN CURRENCY SYSTEM 

the pre-war period 

We are now in a position to study the historical 
evolution of the Indian currency systeiii a little 
more in detail and to discuss the position of the 
rupee in each period. 

Before 1835.^ A great variety of gold and 
silver coins circulated in different parts of the 
country — silver rupees being used chiefly as stand- 
ard money while the value of gold coins usually 
depended upon the market price of gold. Much 
inconvenience was caused by the circulation of so 
many gold and silver coins^ of different values and 
denominations with the result that, by the Act of 
1835 (No. XVII), silver rupees of 180 grains ||th 
fine (that is, containing 165 grains of pure silver 
and 15 grains of alloy) were made standard coins 
for the whole of the East India Company's Domi- 
nions in India. Gold coins were deprived of their 
legal tender qualification although gold mohurs of 
the same weight and fineness as the rupee continued 
to be minted in large amounts on Government 
account and circulated at their bullion value. 

1835-1873. The Silver Standard. Thus was 
introduced a universal and an automatic silver 
standard. Mints were open to the free coinage of 
silver when offered in sums of not less than 1000 

1 Those who desire to Study the history of this period in detail 

will be Avell-ad vised to lead Robert Chalmers’— A 7 / o/* Currency 

in the British Golonios-'^^. 3S6-:i48 and Sir Jadiinaih Saikar’s Eco 7 zo- ' 
zn ics 0 f Brit ish hid ia (4 th Ed n : 1 9 1 7 ) . 

2 A Bengal regulation of 1793 mentions no less than 27 raiieties ' 
of rupees as cunent in the several districts. Also read Macleod, Indian 
Currency^ p. 13. 

For a still moie detailed account read J. C. Siuhvi’— Indian Cur- 
rency Problems in the Last Decade^ pp. 3-7. 
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tolas. The coinage charges were 2 per cent for 
silver p„th fine in addition to i per cent for melting. 
The new rupees were unlimited legal tender 
-throughout the length and breadth of British India. 
The exchange value of the rupee depended on the 
fall or rise in the value of silver. No ratio between 
gold and silver was fixed It alternated according 
to the variations in the prices of gold and silver. 
Attempts were made to introduce a gold currency- 
standard especially after 1866 when the Mansfield 
Commission suggested the advisability of a legal 
tender of gold being made a part of the currency 
arrangements of India but they failed especially 
owing to a heavy decline in the gold price of silver, 
caused by its de-monetisation by Germany and the 
Batin Union, ^ and its over-production. 

J 1873-1893. Break-down of the Silver Standard. 

The price of silver started falling in 1873 and by 
1893 had fallen by about 40 per cent.^ The rate 
of exchange (with gold) fell from 20. 5d in 1880 to 
14. gd per rupee in 1893 as the following table will 
show : — 




Average price of 

Average rate of 

Year 


silver per ounce 

exchange (in pence 
per lupee) 



(in pence) 

Average of 5 years ending 1880 

1 .. 1885 

53 

51 

20.530 

19.644 


1890 

44 

17.108 

March 31, 

1891 

47 

18.089 


1892 

1 45 

16 733 

j; J) J) 

11 H 

2893 

1 39 

14 984 


1 Comprising France, Belgium, Switzerland and Italy. 

2 It will be interesting to note that although this period is 
characterised by fall of pi ice, there was actually a rise between 1890 and 
1892. The reason was that, under the provisions of the Sherman Silver 
Purchase Act of l890, the United States were compelled to buy 4.500,000 

X ounces of silver every month in payment for which they issued ‘treasury 
notes.” “These purchases for a time artificially buoj^ed up the price 
of silver, but the accumulation of silver was becoming dangerously 
large and the silver market was in a precarious condition because of the 
agitation for the repeal of this Act and the further danger that much 
of this accumulated silver might be upon the maiket.” 
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This had obvious!}’- serious consequences. 
People purchased cheap silver and presented it to 
the mints for being coined into rupees. The amount 
of money in circulation increased accompanied by^ 
an inevitable increase in prices. The import trade 
suffered as well as those British officials who 
received salaiy* in rupees but w’ho remitted a part 
of it to England because they could now send only 
fewer sovereigns than before. It imposed heavy 
financial burdens'^ on the Government of India 
which had to remit more Indian money in payment 
of Home Charges. The ■^•age-earners also suffered 
owing to rise of prices. 

The Government tried various alternatives and 
ultimately referred the whole question to the 
Herschell Commission in 1S93 The recommenda- 
tions of this Commission w’ere embodied in the ^ 
Coinage Act of 1893. This act provided for the 
immediate closing of the Indian mints to the free 
coinage of silver -with the proviso that the Indian 
Government should retain pow’er to coin silver on 
their owm account. Three adminstrative Notifica- 
tions were also issued — the first provided for giving 
rupees in exchange for gold presented at the Indian 
Mints at the rate of i6d to the rujDee ; the 
second authorised the receipt of sovereigns and 
half-sovereigns by the Government in payment of 
taxes and other Government dues at the same 

,ri-o - } 1 J"® niake this point clearer, it may be mentioned that in 
Jo<o-/4, before fall in ihe exchang:e value of ihe rupee comiuenced, 
tne amount of Home remittance in lieu of pavmcnts the Secretary of 
State makes in England on behalf of the Indian Government for dich 
charges as interest on debt raided in Ensland. civil and militarv pen- 
sions, salaries the price of stores, etc, wa.s .about £18 millions 'which 
at a rate of exchange of Is. 10.35ld Avas repicsent(‘fi bv i4 
During 1S92-93 the .amount remitted was £101 millmns ndiich 'at' the 

. l"-2 9S5d. required payment \ 
of Ks. 26,4/,b4,lo0. If this haci been remitted at the rate of exchaiio-e r 
of the year 1873-74, it would have needed onlv Rs. 17,75,19 200 • which 
means that there was a loss of Rs. S72,G4,9iD entaih-d upon India bv 
the hall of exchange in that year.” Kale— and Economic 
Befomns — p. 28. 
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rate and the ihird provided for the issue of 
currenc}'^ notes in exchange for British coin or 
^gold bullion at the corresponding rate. “The objects 
were to arrest the fall iu the exchange value of 
the rupee, to encourage the import of foreign capital, 
to familiarise the peojile with the use of gold 
sovereign and, finall}'’, to discourage the imports of 
silver.” The rate of i6d was chosen partly because 
it was ill the neighbourhood of the average 
exchange rate of the previous two and a half years 
and partl}^ because at this rate a sovereign would be 
the equivalent of fifteen rupees, the rate at which 
the gold mohur, which was demonetised in 1835, 
exchanged for rupee. The rupees, moreover, 
contain sixteen annas and one penny was thus 
the equivalent of one anna. 

1893 - 1898 . The change proved to be ve^ 
beneficial. “Down to June , 1893 — the month in 
which the mints were closed — the bullion value of 
the rupee and the exchange value moved continually 
together, but from that date forward the close 
parallelism in the movements of the two values 
ceased. It was no longer possible to have bullion 
transformed into rupees by the payment of a small 
brassage charge whenever the gold value of the 
rupee rose above the gold value of 180 grains of 
silver, fTh fine.” By thus controlling the minting 
of rupees and b}'- giving it an arbitrary value the 
Government could control its quantity and value. 
The currency was starved and prices fell till in 
January, 1898 the rupee touched is. 4d. 


The following table based on the statistics 
supplied by Mr. Atkinson, the then Accountant 
General of the United Provinces, gives an idea of 
the course of prices during the 13 years — 1887-1899. 


1 
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Year. 

' Index No. of 
Prices. 

Y ear. 

Index Ko. of 
Prices. 

Year. 

Index No. of 
Prices. 

1887 

101 

1 

1892 

128 

1897 ^ 

149 

1888 

108 

1893 

125 

1898 

122 

1889 

114 

1894 

119 

1899 

127 

1890 

114 

1895 

116 



1891 

116 

1890 

127 




It will be noticed that, whereas during the six 
years preceding the closing of the mints, prices rose 
from loi to I 2 I, the}^ actually fell after 1893 
except in 1896 and 1897 when, owing to a severe 
famine, the prices of food and grain rose much 
above expectations. The Government appointed 
another Committee, presided over by Sir Henry 
Fowler, in 1898 to review the changes brought 
about in the Indian currency system between 1893 ^ 
and 1898 and to suggest “active measures to secure 
the stability of exchange which was the main object 
of the policy adopted in June 1893.” The main 
recommendations of the Fowler Committee were 
that the sovereigns should be declared legal ^ tender 
throughout British India at Rs. 15 per sovereign and 
that a gold standard with its natural accompanirnent 
of gold currency should be established. The Committee 
also recommended that the Indian mints should 
continue to be closed to the unrestricted coinage 
of silver and should be opened to the unrestricted 
coinage of gold. Fresh rupees should not be 
coined until absolutely necessary and that any profit 
on the coinage of rupees should be kept in gold as 
a special reserve apart from the paper currency 
reserve. The new reserve, called the Gold Standard 
Reserve, was to be used for maintaining the 
exchange value of the rupee. 

The Government of India accepted these 
recommendations. Sovereigns were declared legal 
tender, the Gold Standard Reserve was instituted 
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and arrangements were made for the coinage of 
v^gold in India.^ 


\ 


1898-1914. The Gold Exchange Standard. 

The scheme of establishing a gold currency standard, 
however, did not succeed owing partly to our 
traditional associations with the rupee, partly to 
the operation of the Gresham’s haw but mostly 
due to our transactions being of small value.^ 
Moreover, the nine years'^ following the Fowler 
Committee were years of good harvests and all-round 
business prosperity. There was a great demand for 
money in circulation and people were anxious to 
purchase rupees (and currency notes) for gold which 
was incidentally depreciating in value all over the 
world chiefly as a result of large gold production 
in South Africa. The Government were, therefore, 
literally “swamped (temporarily) by gold” and gold 
coins were gradually driven away from circulation. 
The coinage of rupees had to be resumed in 1900 
and a part of the Paper Currency Reserve was 
transferred, temporarily in i8g8 and permanently in 
1902, to Ivondon for the purchase of silver required 
for minting fresh rupees. The Government at last 
withdrew its offer to convert token currency into 
gold for internal purposes. It merely undertook to 
exchange rupees for sovereigns for external purposes 
only. The plan worked hke this. Whenever the 
balance of trade was favourable and the British 


importers wished to remit money to India, the 
Secretary of State accepted the payment (at rates 
representing India’s gold import point viz. is. 4I d 
and issued a writ (Council BiU) requesting the 
-Government of India to pay the equivalent in 


1 The scheme was, however, dropped when nearly complete in 1902. 


2 Some people have also^ ascribed it to the opposition of the 
British Treasury. See Iiidiisiry Year Book and Director 1933, page 82. 

3 Except 1907-8 when a disastrous famine and plague overtook 
the country. 
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Indian currency out of the Paper Currency Reserve. 
The receipt in England went to strengthen the. 
Paper Currency Reserve in England while the same 
amount of currency was added to circulation in 
India. For sometime this expedient was'-adopted 
only when the Secretary of State wanted to get 
money in respect of Home Charges, but in 1904 
the Secretary of State announced his willingness 
to sell Council Bills in unlimited amounts at the 
rate of is, 4|- d. The practice was continued upto 
1907 when India was again visited by a disastrous 
famine. The balance of trade became unfavourable 
and the exchange tended to go below the gold 
export point (is 3||d). The Government met the 
situation partly by stopping the sale of Council Bills 
in England and partly by offering to remit money 
to England on behalf of the Indian importers at 
the lower specie point by means of bills drawn 
on the Secretary of State called the Reverse Council 
Bills. The crisis was over before the close of 1908 
but not without leaving a deep impression upon 
the Indian currency system. Henceforth the Indian 
currency could be contracted as well as expended 
by the draft selHng mechanism and the gold value 
of the rupee could thereby be maintained between 
the gold points. 

Thus was established the Gold Exchange 
Standard or, as some people choose to call it, the 
Sterling Exchange Standard. ^ On account of severe 
criticism of the currency and exchange policy of 
the Government, especially on the part of those who 
wanted a fuh-fledged gold currency standard, a 
Royal Commission on Indian Currency and Exchange, 
called the Chamberlain Commission, was appointed in,^- 
1913. The Committee supported the measure adopt- 
ed by the Government for maintaining the exchange 
value of the rupee. They were definitely of the opinion 

1 See L. C. Jain—T/ze Moyietary Problems of India— 10. 
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that the gold exchange standard was not only 
workable but, in the absence of any developed 
banking system, was admirably suited to the coun- 
^try on account of its cheapness. In view of the fact 
that heavy imports of gold from Australia and 
Africa had lately found their way either into the 
reserves or into ornaments and hoards, they 
considered a gold currency standard of the type 
contemplated by the Fowler Committee as absolutely 
iindesirahle. They saw no objection however, in 
principle, to the minting in India of sovereigns and 
half-sovereigns if Indian sentiment genuinely de- 
manded it and the Government of India were pre- 
pared to incur the expense. The main recommenda- 
tions of the Committee obviously lacked appreciation 
of the wishes of the people who had, since the 
crisis of 1907-8, been pressing for the increasing 
,^use of gold in circulation. Among the minor 
alterations proposed were the prompt selling of 
Reverse Council Bills and the abolition of the 
silver branch of the Gold Standard Reserve. The 
need for maintaining adequate reserve of gold and 
sterling securities in Bondoii for the pu^ose of 
converting internal currency into international or 
external currency was also emphasised. 

To sum up, the pre-War currency system of 
India had the following features^ : — 

I. The internal currency consisted of the rupee 
which, although a token coin, also served as a 
standard of value, the notes (also the monopoly of 
the Government) and small subsidiary coins which 
were legal tender up to Re. i only. 

4 2. The British sovereigns, which were not legal 

tender, provided means for external payment. 


1 Also see Keynes — Indian Giiirency and FinayicBj pp. 6-7. 
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3. The rupee, though unlimited legal tender, 
was convertible into gold only for . exchange pur- 
poses at the rate of Rs.^15 for a sovereign (i6d to b j 
rupee) . 

4. The sterling (gold) value of the rupee was 
regulated between is. 4|d (the upper specie point) 
and IS. 3|-d (the lower specie point) through the sale 
of council bills and reverse council bills respectively. 

5. With a view to working this system of 
regulating the value of the rupee, the Government 
maintained two reserves — the one mainly in rupees 
in India and the other in sterling in London. The 
Indian reserve consisted of the Indian portion of 
the Paper Currency J^-^serve, the Gold Standard 
Reserve and Treasury balances, while the reserve 
in England included the London branches of the v 
Paper Currency and Gold Standard Reserves and A 
the balances of the Secretary of State. Although 
each of these reserves had been created for a 
specific object, they were both available in case 
of need for the general object of supporting 
exchange and thus constituted practically one 
single fund. 

A careful reflection will show that, under this 
system of Gold Exchange Standard, the rupee 
occupied a peculiar position. It was a token coin 
in so far as its face value was much higher than 
its intrinsic value and it also served as a standard 
coin for all practical purposes. It has, therefore, 
been called a 'Standard Token Coin . Moreover, the 
position of the rupee was identical with that of 
the note. Both could be used for buying and se llin g, 
for borrowing and lending and for paying taxes to I 
the Government but neither of them was convertible' 
into gold. There was, however, a slight difference 
in their intrinsic merits for while the note was 
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worth nothing, the rupee was, at any rate, worth 
the silver contained in it. It is, therefore, also true 
to say that the rupee was practically in the position 
'^of an inconvertible note with the only difference 
that, while one was printed on silver, the other was 
printed on paper. 


SUMMARY 

Before 1835, a large variety of gold and silver coins of 
different denominations were current in different provinces and 
caused great inconvenience to trade and industry. The 
Act of 1835 introduced a full-fledged silver standard for the 
whole of British India. The mints were thrown open for the 
free coinage of rupees which contained 180 grains of silver 
^th fine. The s^^stem worked successfully until 1S74 when 
the price of silver began to decline. Cheap silver was offered 

the Government for being minted into rupees and the 
prices began to rise. Considering the losses sustained by 
people earning fixed incomes and the Government, the 
Herschell Commission was appointed in 1893 and, acting on 
its recommendations, the mints were closed to the free coinage 
of rupees. The exchange value of the rupee in terms of the 
British sovereign was fixed at Rs. 15 to a sovereign. 

The change proved successful. Prices and exchange 
came back to the normal and the Government appointed 
the Fowler Commission in 189S to suggest changes in the 
then existing limping currency system. The Commission 
suggested a gold currency standard with sovereigns as 
standard coins and convertible into rupees at is. 4d to a 
rupee. The coinage of rupees was to be resumed on 
Government account only and the profit was to be carried 
over to a special reserve called the Gold Standard Reserve. 
The scheme of gold currency, however, did not materialise 
owing to the poverty of the people who showed marked 
preference for silver. A part of the Paper Currency Reserve 
was transferred to England to enable the Government to 
^purchase more silver for minting rupees and the Government 
undertook to sell Council Bills for the purpose of enabling 
the British importers to pay their debts in India and^ Reverse 
Council Bills for the purpose of enabling the Indian importers 
to pay for their goods in England without having to remit 
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specie. This system, which was thoroughl}’’ approved by the 
Chamberlain Commission in 1913, is called the Gold Exchange 
Standard or more appropriately, the Sterling Exchange 
Standard because pa5'ments were actually made in sterling and^ 
not in gold. The position of the rupee under this system 
was peculiar. It was a token coin and yet, for all practical 
purposes, the standard coin of the country It has, therefore, 
been called a 'Standard Token’ Coin. For internal purposes 
the rupee was not convertible into gold. It has, therefore, 
sometimes been compared to the paper note which was also 
inconvertible and which differed from the rupee only 
because it possessed no intrinsic value. Hence the remark 
that, before the War, ‘the rupee was in the position of an 
inconvertible note printed on silver.’ 


QUESTIONS 

1. Explain the circumstances leading to the appointment 
of the Herschell Commission. What changes in the 
monetary system of India did it suggest and what were 
the results of those changes ? 

2. Why and how was the Gold Exchange Standard estab- 
lished in India ? 

[Delhi Inter. 1932] 

3. What part did gold play in the Indian Currency system 
before the War ? 


[Delhi Inter. 1931] 



CHAPTER Xr 


THE INDIAN CURRENCY SYSTEM — {CoutinKed) 
THE WAR PERIOD 

The Great War began in 1914. In addition 
to the heavy toil of human life which it claimed, 
it shall also be remembered as a serious calamity 
which destroyed normal trade and commerce and 
threw the world exchanges in utter confusion. 
The countries actively engaged in War and their 
allies diverted their labour and capital to the 
manufacture of war material and allowed other 
essential articles to be imported from outside. 
The precious metals being scarce, inau}^ countries 
abandoned the gold standard and even those that 
stuck to it imposed heavy restrictions against the 
melting or export of gold without the permission 
of the government. To provide the governments 
with additional ‘sinews of war’ huge amounts of 
inconvertible notes were put into circulation with 
the result that depreciated currencies and steeply 
rising prices became the order of the day especially 
in the belligerent countries. The case of India 
was slightly different. Although as a member of 
the British Empire she shouldered her full share 
of responsibility and her cupency system was 
irreparably damaged, her anxiety was^not quite 
as great as that of many other conntriesl Ret us 
study the course of events in India during the 
different phases of the War. 

1914-1915. As soon as the War broke out the 
people were panic-stricken. Not being 'quite sure 
of the direction in which the wind might blow, a 
majority of them demanded the encashment of 
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notes into gold and the return of their Savings 
Bank deposits. The trade was abruptly thrown 
out of gear^ and exchange showed signs of 
weakness. Fortunately, the Government soon 
succeeded in restoring public confidence by 
providing adequate facilities for the encashment of 
notes and for withdrawal of deposits from the 
Savings Banks. Reverse Council Bills to the 
extent of £ g, 000,000 were sold in support of 
exchange which became fairly steady between 
1915 - 1916 . It was also arranged that bills 
should be payable in London sixteen days after 
the departure of the weekly mail. The uncertainty 
of the delivery of the bills in London was by this 
means eliminated. 


1915-18. The effects of the war conditions, ^ 
however, began to be seriously felt in 1916 . There was 
a marked reduction in imports due to the shortage 
of shipping and England's preoccupation in the 
production of war material. The value of exports, 
on the other hand, increased owing to the shipment 
of large quantities of food and raw materials to the 
Allies, thus making the balance of trade overwhelm- 
ingly favourable to India. The combined effect of 
these factors was to create a heavy demand for Indian 


1 The heavy fall in the balance of trade can be seen from 
the following table 


Year 


1909- 10 

1910- 11 

1911- 12 

1912- 13 

1913- 14 

1914- 15 

1915- 16 

1916- 17 

1917- 18 

1918- 19 


Net Exports 
(in thousands of £) 

... 47,213 
... 53,615 
... 59,511 
.. 57,020 

... 43,753 
... 29,108 
... 44,026 
... 60,843 
.. 61,402 
... 56,540 
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currency whicii was all the more accelerated by 
the enormous payments which the Government 
of India had to make on behalf of His Majesty’s 
:^Govemment. This demand was partially met by 
the extensive coinage of rupees' and by the 
increase of note-issue without the usual metallic 
backing. The fiduciary portion of the reserve was 
increased from Rs. 20 crores to Rs. 120 crores 
and new notes of Re. i and Rs. 2 ^ were put 
into circulation^. Nickel coins of denominations of 
2 annas, 4 annas and 8 annas were issued in 
order to economise the use of silver. But, just 
at this time when the Government of India were 
pooling their resources to tide over monetary 
stringency, there came an unprecedented rise in the 
price of silver. Due partly to the increased cost 
of production and comparative shortage of supply 
i but mostly to an unusually keen demand for it 
all over the world, the price of silver rose from 
27d per ounce in 1915 to 43d in 1917 — a price 
at which the exchange value of the rupee at 
IS. 4d was equivalent to its bullion value’. In 
September 1917 the price rose to 55d per ounce 
and to 78d in December 1919. Obviously, it 
became profitable for the people to melt rupees 
and to sell them as bullion'*. Gold also suffered 
the same fate. Owing to keen demand, especially 
at a time when its production was seriously 
curtailed, its price went up too. All the available 
gold of the world found its way into the neutral 
countries and financing allies leaving practically 
nothing for the fighting countries to put in the 
reserves as backing for note-issue. In view of 

1 With, the help of 300 million ounces of silver purchased 
in the market and 200 million ounces placed by U S.A. at the 

A disposal of the Government. 

2 Also see Chapter XIII. 

3 See p. 69. supra. 

4 Notwithstanding its prohibition by law. 
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the shortage of the precious metals, an Ordinance 
was promulgated on June 29, 1917 requiring all 
gold imported into India to be sold to the 
Government at a price based on the sterhng 
exchange value of the Indian rupee. The gold 
thus acquired was put in the reserve as a bacHng 
for the issue of additional notes. A branch of 
the Ro3^al Mint was opened in Bombay in August 
1918, where 2,110,000 gold mohurs and 1,295,000 
sovereigns were coined. The melting of silver 
was strictly prohibited. 

The exchange standard of India before the 
War depended for its success upon Government's 
ability to maintain an arti ficial value of the rupee 
and to prevent it from rising above or falling 
below fixed rates. The legal ratio between the 
rupee and sterling was normally kept steady by 
means of an adequate supply of internal and 
external currencies and reserves according to the 
requirements of trade. On account of the extra- 
ordinary conditions mentioned above the Govern- 
ment found it impossible to work the system in the 
normal way. The weekly sales of Council Bills 
were restricted to about Rs. 120 lakhs at a price 
rising with the sterling value of silver. The 
exchange rose to is. 5d in 1917, touched 2s. qd 
in December 1919^ and the monetar}^ system, which 
had worked so successfully before the War, failed. 

1 The following table shows a rapid increase in the rate of 
exchange between 1917-1919, especially towards the concluding years 
of the War : — 


Januarj", 1917 

Is. 4|d. 

August, 1917 

... Is. 5d. 

April, 1918 

... Is. 6d. 

May, 1919 

... Is. 6d. 

August, 19l9 

is. lOd. 

September, 1919 

2s. Od. 

November, 1919 

2s. 2d. 

December, I9l9 

2s. 4d. 
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It has already been mentioned that, in the 
.absence of gold and silver, the Government had 
perforce to issue notes in huge quantities without 
providing the necessary metallic cover.^ The 
currency was, therefore, almost on the verge of 
inconvertibility and its fate hung continuous!}^ in 
the balance. Thanks to India's position as a 
financing ally, the purchasing power of her 
currency instead of going down actually went 
so far up as to be almost double of the pre-War 
parit5\ But for this privilege the value of her 
notes would have been reduced to less than that 
of the paper on wdiich they were printed {as in 
Germany). 


^ SUMMARY 

The destructive War of 1914 shook the currency systems 
of the world to their foundations. The main difficulties were 
caused by the stoppage of production on one side and drastic 
inflation of currency on the other. India suffered in common 
with other countries. 

During the first year of War (1914-15) the people in 
India were panic-stricken. They rushed to the Postal Savings 
Banks to withdraw their deposits and presented their notes 
to the Government for being converted into gold. The balance 
of trade became less favourable than before. The Government 
faced the situation very boldly and public fears were set at rest 
within a short time. 

Prom 1915 onwards, the imports of India declined whilst 
'her exports increased enormously. The demand for India's 
currency abroad increased but more rupees could not be 
minted owing to an unprecedented rise in the price of stiver. 
Nor was gold available either for coinage or for providing 
metallic cover for note^issue. The dealings in precious metals 
on private account were prohibited as also the melting of 
rupees. In view of the scarcity of currency the sale of 
Council Bills in England was restricted to about 120 lakhs a 

1 Percentage of metallic backing decreased from 78 per cent 
in 1914 to 35 per cent in 1919. 
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week and they were sold not at the pre-War rate of exchange 
but at prices varying with the price of silver. More currency 
was created by raising the limit of the fiducia^ portion froifl^' 
Rs. 20 crores to Rs. 120 crores and by issuing new notes of 
Re. I and Rs. 2I. It will be observed that the pre-War 
gold exchange standard which required the maintenance of 
a fixed rate of exchange completely broke down during the 
War when the Government refused to sell Council Bills upto 
unlimited amounts and at fixed rales and when the exchange was 
allow'ed to rise from is. in 1914 to 2s. 4d in 1919. 


QUESTIONS 

1. Account for the breakdown of foreign exchanges in 
almost all countries of the world, including India, during the 
time of the Great War. 

[Delhi Inter. 1931] 

2. Describe the difficulties experienced in the manage- ^ 
ment of Indian currency and exchange during the War 
period. 

[Delhi Inter. 1928 and 1932] 

3. Account for the violent fluctuations in the rupee — 
sterling exchange during the last Great War. 



CHAPTER XII 


the; INDIAN curre;ncy system — {Continued) 

THE POST-WAR PERIOD 

1919-1926. The Babington Smith Committee. 

On the termination of War the review of the 
Indian currency was entrusted to the Babington 
Smith Committee in May 1919. The Commission 
were inclined to suggest a gold currency standard 
but, in view of the great scarcity of precious metals, 
they recommended the re-introduction of the 
• gold exchange standard with a genuine warning 
‘vthat should public opinion express itself in favour 
of the circulation of gold coins, the demand should 
be ungrudgingly conceded. In view of the 
phenomenal rise of exchange during the War, they 
further recommended that the sovereign should 
be made legal tender in India at the revised ratio 
of Rs. 10 to one sovereign (Re. i=2s)\ although 
the notification of the Government undertaking to 
give rupees for sovereigns should be withdrawn. 
The high ratio was recommended because the 
Commission believed that the price of silver would 
continue to be high and that if the exchange value 
of the rupee was fixed at 2s the rupee would be 

1 The rupee was thus made equal to 11*30016 grains of fine 
gold. Since dollar then was the onJy coin made of gold, this 
system has sometimes, erroneously, been called the Dollar Exchange 
Standard. 

4 It must be emphasised that the rupee was linked to gold and 
iiot to the pound sterling. Gold coin was not in circulation in 
England and Treasury notes formed the great bulk of the full 
legal tender currency and were not convertible into gold. The 
pound sterling was, therefore, at a discount and 2s gold was equal 
to about 3s sterling. Also read Kale— In dm?? Eco7io?nics— p. 543, 

foot-note. 
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once more established as a token coin and it would 
be possible for the Government to control and 
regulate the amount of currency in circulation:^’ 
It was also preferred to the pre-War parity (is. 4d ) 
because the latter was expected to raise prices and 
entail great hardship on the poorer classes. It was 
regarded as advantageous to Indian producers as it 
would keep down the cost of imported materials 
and machinery in rupees and would keep wages 
down. The fear that exports would be discouraged 
was not regarded valid because, owdng to the w’orld 
shortage of raw materials and foodstuffs, the 
demand for Indian products abroad was very great. 
The Government finances were to gain enormously 
from the high level of exchange because it 
was calculated that there would be a saving of 
more than Rs. 12 crores in the remittance of Home 
Charges. 

Among other recommendations of the Committee 
the following deserve special mention : — 

(1) A gold mint should be opened in Bombay 
for the coinage into sovereigns of gold tendered by 
the public, 

(2) The import and export of gold should be 
freed from Government control as soon as the 
change in the statutory rate to Rs. 10 per sovereign 
had been effected. 

(3) The prohibition of private import and 
export of silver should be removed. 

(4) The Gold Standard Reserve should contain 

a considerable proportion of gold and the remainder^ 
should consist of securities issued by Governments " 
within the British Empire, other than the Govern- 
ment of India, and maturing within 12 months. Fifty 
per cent of the Gold Reserve was to be held in India. 
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The Government accepted most of these 
recommendations and removed all war time rest- 
rictions. They instructed the treasuries and cur- 
rency offices to accept sovereigns and half-sovereigns 
at the rate of Rs. lo and Rs. 5 respectively but not 
to issue them. As the market price of the sove- 
reign continued to be above Rs. 10 it never func- 
tioned as currency at the new ratio. The gold mint 
was not opened either. 

The Fate of 2s Rate, The problem of ratio 
also proved elusive. Gold was then selling at 
Rs. 22 ^ per tola whereas according to the new ratio 
the price of gold ought to have been Rs. 15-14-0. 
In view ' of such a great disparity it was clearly 
difficult, if not impossible, to maintain the ratio of 
2s gold. Moreover, the balance of trade and 
prices which were so favourable during the War, 
became equally unfavourable after 1919. “Imports 
had increased owing partly to the increased demand 
for piece-goods, the stock of which had run low 
at the end of War, and partly to the stimulating 
effect of the rise in exchange on demand. Exports, 
on the other hand, had declined owing to a 
combination of adverse circumstances. In the first 
place, Japan, one of the chief buyers of Indian 
cotton, was obliged to reduce her purchases because 
of a financial crisis there. Secondly, the demand for 
jute, hides and tea fell off partly because of the 
large stocks accumulated in England and elsewhere 
and partly because of the industrial uncertainty 
prevalent in the markets for these goods. Thirdly, 
India lost some of her best customers. Owing to 
various economic and political troubles, the 
countries of Central Europe were not then in a 
position to pay for what they wished to purchase.”^ 
The result was that while in August, 1919 


1 Chablani — Indian Currency and Exchange — p. 92, 
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balance of trade was favourable to the extent of 
II crores of rupees, in August 1920 it was 
unfavourable by about the same amount. Similarly, 

) although the prices had started falling, they were 
falling faste;r in U. S. A. and still faster in England 
with the result that while the value of the rupee 
in terms of gold fell, it fell all the more in respect 
of sterling. The post-War boom came suddenly 
to a close. The advantage was taken of the high 
exchange by the European community to remit .to 
England the great profits which it had made 
during the War. Indian importers who would 
ordinarily have waited for months to make remit- 
tances to England hastened to do so to avail of the 
favourable rate. There was a regular speculation 
in exchange. Those who were convinced that the 
exchange would fall found it easy to make profits 
by first converting rupees into sterling at the high 
rate and then turning sterling back into rupees 
when the exchange came down. Such a heavy 
demand for sterling caused the value of the rupee 
(in respect of sterling) to fall. The exchange 
could not be maintained at 2s gold (which at 
that time meant nearly 3s sterling) although the 
Government offered to sell Reverse Council Bills 
to an unlimited extent. When the attempt to hold 
the exchange at 2s gold failed, efforts were made 
to hold it at 2s sterling. But these also failed. 
Between 1919 and 1922, Reverse Councils^ to the 
extent of £55.5 millions were sold to no avail till 
at last the"' Government admitted their inability to 
maintain exchange at any rate. In 1922 they 
refused to sell any more sterling drafts on Eondon. 
“The collapse of exchange within twelve months 
from the level of 2s. 4d prevailing in April 1920 

1 These bills were met by selling sterling securities and treasury 
bills belonging to the Paper Currency Eeserve, These securities bad 
been bought at Es. 15 to the £ but sold at Es. 7 to Es. 10 to the £ and 
there ^Yas thus a^^loss of about Es. 35 crores. 
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to blow IS. 3d was critical for importers many of 
whomhad ordered'^oods" wKen" "exchange was'high 
without fixing their exchange and who were unable 
or unwilling to settle at. the low rate prevailing 
when the goods arrived. At the close of the 
5’^ear the Indian ports remained congested with 
imported piece-goods, motor cars and other articles 
of which delivery had not been taken. In further 
contrast to the preceding year there has been 
an almost continuous return of rupees from 
circulation, a s3’^mptom of the general stagnation 
of trade. 

Before 1922-25, therefore, there was theoreti- 
cally no standard although the Government, helped 
by the revival of trade, succeeded in linking the 
rupee to sterling at is. 6d to a rupee. In the mean- 
Vwhile, aroused by the serious harm done to trade 
by frequent changes in the monetary standard, the 
people had already begun to clamour for a full- 
fledged gold currency standard. 

1925-31: The Defects of the Gold Exchange 
Standard. In 1925 the Indian currency came under 
the searching examination of the Hilton-Young 
Commission. The Commission pointed out the 
following defects in the pre-War Gold Exchange 
Standard of India : — 

I. The Government had the monopoly of 
metallic and paper currency whose value 
in respect of the international currency 
(gold) was maintained through the com- 
pHcated device of Council and Reverse 
Council Bills. The system was, therefqre, 
far from simple and its complete mecha- 
nism was not easily intelligible to a lay- 
man in the street. 

L Eeport of the Controller of Currency /or 1920-21. 
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2. It did not secure automatic expansion 
and contraction of currency. The Go- 
vernment had great incentive to inflate^ 
currency but there was no machinery with 
which to pump out superfluous currency 
except that of Reverse Council Bills^ which 
were only sold on those rare occasions 
when the balance of trade was unfavour- 
able to India. 

3. It did not provide natural correctives to 
exchange such as are possible in the case 
of a complete gold standard when the 
gold can go in and out of the country and 
thereby affect price levels. 

4. Its stability was always threatened by a 
rise in the price of silver because the y 
standard token coin, viz. the rupee, was 
liable to disappear if the price of silver 
rose above the melting point (as during 
the War). 

5. There was a cumbrous duplication of 
reserves (currency and banking reserves) 
with a dangerous division of responsibility 
for the control of the currenc3^ policy 
which, in other countries, is vested in the 
hands of a Central Bank. 

6. Since it could be easily managed and 
artificially manipulated by the Govern- 
ment it failed to inspire pubhc confidence. 

The supporters of the old system, however, 
maintained that the Gold Exchange Standard was ^ 

1 Even when Reverse Council Bills were sold, the Government 
failed to effect corresponding contraction of currenc}* because the monej' 
was never locked out of circulation. iS’ee the Repo) t of the Eilton- Young 
Commission, paras 16-17. ^ 
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not introduced by any bod3’’ as such but that it 
was the result of a gradual process of evolution. 
'^-Far from being artificially retained by the 
Government for their own advantage, it was 
admirably suited to the peculiar needs of poor 
India' especially because it economised the use 
of precious metals and enabled a fairly stable rate 
of exchange to be maintained with countries on 
the gold standard. 

These arguments are not very convincing. As 
against the argument that the gold exchange 
standard is very much more economical than the 
gold standard in avoiding the costly locking-up 
of gold or the wasteful use of gold in circulation, 
it may be pointed out that the result of the 
working of the system has been just the reverse 
Api what its advocates claim for it. "From the 
point of view of this country, the savings on the 
coinage of rupees under the Gold Exchange 
Standard, which now amounts to £40,000,000, are 
not available either for the development of our 
credit institutions or for the development of our 
nation-building departments as these savings are 
located and invested in lyondon. The Gold 
Standard Reserve Fund also cannot be used for 
the purchase of industrial equipment in the world 
market as it is solely intended to maintain the 

stability of foreign exchange Far from 

economising the use of gold and giving the 
country the benefit of cheaper medium of exchange, 
the Gold Exchange Standard has, in actual 
working, resulted in the most foolish, extravagant 
and wasteful dissipation of the country’s gold 
resources, both internally and externally.”^ Referring 
^o the difficulty of maintaining an unbiased gold 

1 For other arguments in favour of gold exchange standard 
revise Chapter IX. 

2 Wadia and Joshi— op. cit. pp. 269—271. 
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exchange standard, Dr. Caiian wrote: — ’"The 
percentage of administrators and legislators who 
understand the gold standard is painfully smalLr^- 
but it is and is likely to remain ten or twenty 
times as great as the percentage that understands 
the Gold Exchange System. The possibility of a 
Gold Exchange System being pe-rverted to suit 
some corrupt purpose is very considerably greater 
than the possibility of the simple gold standard 
being so perverted.”^ 

It must also be remembered in this connection 
that the supreme consideration with the Government 
has all along been to prevent a rise in the sterling 
value of the rupee rather than the stability of the 
rupee in terms of prices in India. Chablani is, 
therefore, right when he says that the "Indian 
currency system was a dependent standard and 
clumsy one at that.”*^ 

The Sterling Exchange Standard Rejected. 

Having rejected the Gold Exchange Standard, 
the Commission considered the advisability of 
recommending the sterling exchange standard. 
This system could be established by requiring the 
currency authority to sell rupees for sterling 
without limit at the upper specie point of a fixed 
parity and to sell sterling for rupees at the lower 
gold point of the same parity. It would have been 
cheap and automatic in its working but the 
commission rejected it on the ground that it 
contained all' the defects of the gold exchange 
standard and left Indian currency, exchange and 
prices to the mercy of the English currency system. 
That their fears were not ill-founded, has been 
amply borne out by what happened after Septembef^ 

Ambedkar^ Foreword to The Problem of the Eitpec by B. B. 

2 Slxidies in Indian Giirrcncy and Exchange— fp, 92. 
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1931 when sterling was divorced from gold and 
the Indian currency sufEered in common with the 
depreciated sterhng.^ 

Commission’s Objections Against Gold Currency 
Standard. The Commission were also opposed to 
the introduction of gold currency standard- on the 
ground that it was difficult, if not impossible, to 
obtain the required supplies of gold. The American 
and English evidence left no doubt about this point. 
“Both authorities view the proposal with alarm 
on the grounds that it would retard the progress of 
monetary reconstruction in Europe, would upset 
world prices and would be fundamentally harmful 
to India and to the rest of the world. The}'- also 
feared that an increase in the demand for the 
yellow metal would raise its price and thus 
accentuate the downward trend of prices all over the 
world. They showed great concern for China and 
the Indian agriculturists who had put their savings 
in silver and stood to lose heavily by its demoneti- 
sation. The Government were also expected to lose 
as their reserves were sure to depreciate in value. 
Moreover, at a time when the rest of the world was 
centralising its gold resources in the hands of 
central banks, it seemed to be preposterous why 
the people should clamour for the presence of 
gold coins in circulation although the stability of 
currency could be achieved without them. 

The Gold Bullion Standard. Arguing that it 
was possible to have a true gold standard even 
without putting gold coins in circulation, the 

1 See pp. 175 — 176. 

2 Which Avas pioposed by the Government of India (Blackett 
Scheme) and supported by several eminent economists. This scheme 
in particular Avas rejectea on account of the unreliability of its 
estimates. 

3 Hilton Young Commission Beportj para 51* 
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Commission recommended the adoption of the 
Gold Bullion Standard on the lines followed in 
England in 1925. They proposed “that the ordinary 
medium of circulation in India should remain, as 
at present, the currency note and the silver 
rupee and that the stability of the currency in 
terms of gold should be secured by making the 
currency directly convertible into gold for all 
purposes but that gold should not circulate as 
money.” Under the Commission’s scheme, rupees 
and notes were to legally cease to be convertible 
into each other and a legal obligation was to be 
imposed upon the Central Bank, suggested by 
them, to buy and sell gold (at rates determined 
with reference to the gold value of the rupee, viz., 
IS. 6d) in amounts of not less than 400 ounces — 
no restriction being imposed as to the purpose for 
which the gold was to be required. Gold was thus 
to be made the real standard of value which, unlike 
the^ pre-War gold exchange standard, would be 
entirely independent of the sterhng and other 
groups of currencies. It was further claimed 
that the scheme represented an absolute gold 
standard as under it the gold bars were to be 
given not for export but for any purpose. Some 
critics maintained that under the Gold Bullion 
Standard token currency will be convertible 
into gold only for export and not for all 
purposes.^ They also pointed out that under the 
Gold Exchange Standard notes were at least 
convertible into a better currency, namely, rupees, 
but under the Gold Bullion Standard they were, 
to all intents and purposes, inconvertible. They’ 
however, forgot that the very fact of co7ivertibility 
would be an effective check on the Central Bank’s 
power of inflation and remove the ver}’- cause that 
induces most people to present their notes for 

1 Brij Narain — Economic 242. 
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conversion into better currency viz., the depreciation 
of token coins. Moreover, it would remove the 
long standing anomaly of one token coin being 
convertible into another token coin. The 
convert! bilit}’’ of the rupee and the paper currency 
into actual gold being guaranteed, it was believed 
that the confidence of the public would be enlisted 
and the temptation to hoarding would be successfully 
checked. In order further to convince the public 
of the solidity of the gold basis of the rupee, 
the Central Bank was to issue Gold Bullion 
Certificates of one tola or less redeemable in 3 
or 5 years in legal tender currency or gold at 
the option of the holder. The holder was to be 
given facilities to get them encashed at any time 
during their currency at certain rates of discount 
•but until the date of maturity they would be 
^paid in legal tender money and not in gold. 

It was, therefore, expected that the Gold 
Bullion Standard would be more simple, certain and 
automatic in its working than the gold exchange 
standard, that it would promote habits of hanking 
and investment, and that it would be free from the 
threat implied in the rise in the price of silver. 

The Ratio Problem. It has already been 
pointed out that the attempt to give a high 
external value (2s gold) to the rupee in 1919 ended 
in smoke in 1922. The adverse balance of trade 
and high prices continued for more than a year 
and the exchange further declined to below ^_Ehi]Iing. 
In 1922-23, however, the balance of trade improved 
in favour of India with the result that the exchange 
touched IS. 4d in September 1924, rose to is. 6d 
^in May and remained firm at is. 6|,d for the 
next two years. The Indian prices fell from 176 
in 1922 to 159 in 1925 and incidentally coincided 
with the level of world gold prices which was 
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also about 159. In 1926, prices fell to 148 both 
in India and in the United Kingdom. 

Arguments for Is. 6d. Arguing that during'' 
the period of change there was a mutual adjustment 
of prices and exchange, the Hilton-Young Commission 
recommended that the rupee should be stabilised 
in relation to gold at the rate of is. 6d for the 
rupee.^ They also suggested that the wages of 
industrial and agricultural labourers had been 
adjusted to the new level of prices and that it 
was not desirable to produce a concealed reduction 
in wages by adopting a lower ratio (implying a 
higher level of prices) . The Commission contended 
that reversion to is. 4d would bring about a rise 
of prices by I2| per cent which would dislocate 
commerce and trade and substantially reduce the 
purchasing power of the people earning fixed^^^ 
incomes. They admitted that the burden of land 
revenue in terms of purchasing power had increased 
because many of the current settlements were made 
when exchange was at is. 4d but they were of 
the opinion that the loss of the agriculturists had 
been more than made up by the high level of 
prices during and after the War. Other contracts 
were either short period contracts, that is, they were 
entered into when the exchange was at (or near) 

IS. 6d or they were concluded at a time when 
exchange was unstable and it was impossible to do 
absolute justice to the creditors and debtors by 
fixing on any particular rate of exchange. 

Arguments for Is. 4d. Sir Purshottamdas 
Thakurdas, a member of the Commission, in his 
elaborate Minute of Dissent, challenged these , 
statements and stressed the desirability of"^' 
stabilising exchange at is. 4d. He held that the 


1 Th.ua making the rupee equal to 8.47 grains of fine gold. 
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adjustment between the Indian and world prices 
was not complete and that the ratio of is. 6d was 
artificially worked up by deliberately contracting 
.currency. He also pointed out that, until 
adjustment was complete, the is. 6d ratio conferred 
an indirect bounty of I2| per cent on the foreign 
manufacturer at the cost of the Indian producer 
and aggravated the distress of the debtors, including 
the agriculturists, who had to give more 
purchasing power in settlement of debts owing to 
them. He admitted that is. 4d would increase 
the burden of Home Charges but thought that the 
loss of Government would be more than made 
up by increased revenue from custom duties and 
income tax which was inevitable if industries were 
adequately protected against foreign competition. 
As to labour, the then existing rate of wages 
was sufficiently high to cover a possible rise of 
prices caused b}’’ the adoption of is. 4d. In any 
case, there was compensating advantage of 
continuity of employment due to the fact that the 
lower ratio would ensure greater prosperit}'’ to 
industry and agriculture while the higher ratio 
was sure to injure both. He also blamed the 
Government for throwing away an opportunity of 
restoring the exchange to the pre-War ratio of 
IS. 4d in September, 1924 when the exchange had 
actually touched i6d. Other arguments urged in 
favour of is. 4d were that it was a natural 
and a de facto rate and that while at is. 4d the 
sovereign is equal to Rs. 15, at is. 6d it is 
equal to Rs. 13-5- 10 which is difficult to 
remember. 

The Ratio Controversy Examined. It is rather 
interesting to note that the exponents of the new 
ratio have made use of the same statistics to 
support their case as the opponents have used to 
demohsh it showing clearly that index numbers 
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are b}" no means an infallible guide for the study 
of such intricate problems d 

The whole discussion virtually centred round 
adjustments — the adjustment of Indian prices to 
world prices and the adjustment of wages and 
contracts, etc., in India to the then-existing level 
of Indian prices. It can scarcely be denied that 
the adjustment was not complete but it should 
also be admitted that under the conditions then 
prevailing it was easier to adopt is. 6d than is. 4d. 
The Commission failed to adduce sufficient 
statistical evidence to prove that the long period 
contracts were not likely to be affected by the 
high ratio or that agricultural w^ages were in 
adjustment. In fact, the}' gave away their case by 
attempting to minimise the losses of agriculturists 
b}' sa5dng that the}’- had already been compensated 
by hea\^' profits made by them since 1914. 

The supporters of i6d ratio, similarly, could 
not establish the fact of any substantial contraction 
of currency. They also failed to recognise that 
the loss sustained by the manufacturers and the 
agriculturists was small and transitor}' because it 
was Hkely to be offset by a corresponding (and 
even greater) fall in the price of implements, raw 
materials and other articles of daily consumption. 
The claim that is. 4d was a natural and de facto 
rate was obviously untenable because, so long as 
the rupee is a token coin, the question of a natural 
rate cannot arise. Any rate, provided it can be 
successfully maintained over a fairly long period 
of time, has the same right to be called ‘natural’ 
as IS. qd. The argument that at is. 6d the rupee 
would be equal to Rs. 13-5-10 is also fantastic. 
Besides, it loses sight of the fact that under the 

1 See the Report of the Hilton-Young Commission— 178-179. 
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recommendations of the Hilton Young Commission 
the sovereign ceases to be legal tender. 

Conclusion. Considering that is. 6d had been 
maintained for over five yea-xs (1922-26) and that 
a sudden lowering of the ratio w^ould have involved 
excessive economic disturbance, the Commission 
were thoroughly justified in recommending its 
stabilisation at that rate. Nevertheless, there is 
no gainsa3ung the fact that is. 4d is calculated to 
promote the interest of a larger section of the 
community more than an}’’ higher rate. It also 
assimilates the Indian currencj’’ system to that of 
England much more easily than any other rate. 
At i6d a sovereign would be equal to 15 rupees 
and this rate of i to 15 was the rate at which 
the gold mohur formerly exchanged for rupees. 
The rupee contains 16 subsidiary units called annas, 
therefore, one anna would become equivalent to 
one penny. The anna is equivalent to 4 pice 
w'hich would give to the pice and the farthing 
the same value ; and finall}’’, the Indian pice is 
equivalent to three pies, making the pie equal to 
one-third of a farthing. “When one considers the 
close fiscal and commercial ties existing between 
India and the mother country and the prospect 
at the time that the sovereign would soon become 
an important coin in India’s monetary S3’’stem, 
this close assimilation of sovereign and the rupee 
units and their fractions will be seen to be a 
meritorious feature of the i6d rate.”^ The 
Government should, therefore, strive to reinstate 
it as and when a suitable opportunity offers itself." 

The Act of 1927.® The scheme sanctioning 

1 Kcm merer — Modern Currency Feforins. 

2 One such opportunity presented itsel£ in September 1931 
when England abandoned the golcl standard and the Government were 
free to change the ratio in terms of sterling. 

3 For an excellent summary of the Act read L. C. Jain — The 
Monetary Problems of India^ pp. 33-35. 
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the establishment of a Central Bank, which was 
to be a necessary counter-part of the Gold Bullion 
Standard, was turned down by the legislative,. 
Assembly in 1927 although the Gold Bullion 
Standard itself was approved. Act No. IV of 1927 
fixed the gold value of rupees and notes at 8'475i2 
grains for one rupee and imposed a legal obligation 
on the Government to buy gold at a price of 
Rs. 21-3-10 per tola of fine gold in the form of 
bars containing not less than 40 tolas and to sell, 
for legal tender currency, gold for delivery at the 
Bombay Mint, or at the option of the Government, 
sterling in London in amounts of not less than 400 
ounces (1,065 tolas). A rate of is. 5^d was notified 
as Government’s selling rate for sterling to meet 
these obligations. This virtually committed the 
Government of India to the Gold Bullion Standards 
at the rate of is. 6d per rupee although it was^'' 
strictly speaking a Sterling Exchange Standard.^ 

Failure of the Gold Bullion Standard — The ' 
Sterling Exchange Standard. The new standard 
was better than the pre-war gold exchange standard 
inasmuch as there was a statutory gold parity for the 
rupee and a statutory obligation on Government 
with regard to the purchase and sale of gold. But 
it still retained most of the old characteristics which 
had so strongly been condemned by the Hilton 

1 Because by reserving to themselves the right of converting token 
currency into gold or sterling, the Government really aimed at the 
sterling exchange standard. 

“But it is fair to point out,” says Dr. L. 0. Jain, “that 
so long as sterling did not go off the gold parity, the sterling 
exchange standard was as good or as bad as the gold exchange 
standard. Further, if Government chose to exercise the further option 
open to it of offering gold in exchange for rupees, India would have had, 
in point of fact, if not in law, a gold standard. Thus the standard of 1927, 
though a sterling exchange standard, was capable of becoming a gold', 
standaid and certainly indicated that the gold stand.ard was the ideal 
Government ”. — The Indian Monetary Problems, p. 35. 

The real intentions of the Government became apparent in September 
1931 when instead of converting rupees into gold they offered to convert 
them in sterling. 
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Young Commission viz., the conversion of one 
token currency (silver rupee) into another (paper 
^ote), the duplication of reserves and the separa- 
tion of currency from credit control. 

The attempt to link the rupee to sterling in the 
guise of the Gold Bullion Standard proved a dismal 
failure and the Government threw overboard all 
pretensions of putting the rupee on gold parity in 
1931. In the beginning of that fateful 3^ear many 
European countries withdrew their deposits from 
London. Faced with a serious budget deficit on one 
side and the speed}’’ exhaustion of its gold resources 
on the other, the British Government authorised the 
Bank of England to suspend the operation of the 
Gold Standard Act of 1925. The gold standard 
JJ^’as thus suspended in England. This decision 
was arrived at late in the evening of the 21st 
September 1931 and the following morning the 
Viceroy, on the advice of the Finance Member, 
issued Ordinance No. VI of 1931 temporarily 
relieving the Government of India of their obligation 
to sell gold or sterling. To the great surprise of 
every body in this country, within a few hours of 
this decision being taken by the Government, 
Sir Samuel Hoare informed a sub-committee of 
the Round Table Conference that the rupee would 
continue to be maintained at i8d sterling. 
Evidently, there was a very wide difference of 
opinion between the Government of India and the 
Secretary of State. In order, therefore, to acquaint 
the Secretary of State of their views in the matter 
and to prevent all panicky developments, the 
Government of India declared a compulsory bank 
holiday. On the resumption of work on the 25th 
September the Government promulgated another 
Ordinance repealing that of the 21st and authorising 
the Government to sell gold or sterling for 
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genuine trade requirements only and for reasonable 
personal or domestic purposes^ 

The action of the Government in linking th^ 
rupee to sterling instead of gold was greatly 
resented by the Indian people. The criticism was 
not merely sentimental but was based on several 
serious considerations. In the first place, it made 
the prices in India dependent upon British prices 
which were not likely to be very stable after the 
abandonment of the gold standard. Secondly, it 
placed India’s import trade with gold standard 
countries at a disadvantage as compared to her 
trade with countries which were divorced from 
gold. It only helped England to sell her products 
into India at a greater advantage over her Euro- 
pean rivals.*^ Thirdly, it necessitated the sale of 
Reverse Council Bills which exhausted the India# 
reserves in England. But, by far the worst con- 
sequence of linking the rupee to sterling was the 
export of gold. 

The Export of Gold. The traffic in gold is a 
normal feature of international trade. Every 
country imports and exports some every year but 
some import more than what they export and 
some export more than what the3'’ import. Owing 
to her favourable trade balance, the balance of 
trade in gold is generally in favour of India but, 

1 The Gold and Sterling Eegulation Ordinance of 1931 was 
cancelled in January 1932 which meant that the Currency Act of 1927 

operation. But so long as sterling remains cut off from 
goJa the !^dian monetary standard remains a sterling exchange 
standard. The cancellation has simply taken away the restrictions on 
exchange transactions but it has in no way changea the essential charac- 
teristic of the Indian system as being linked to sterling which is 
divorced from gold. ^ 

2 ^‘With a rupee equal to Is. 6d sterling which bought less Ame- 
ncan or French gold currency than before, it became less profitable for 
an Indian imj^rter to import goods from America or France which 
were still on the god standard, than for instance, from England which 
had departed from it.» Jain— op cii^ p. 45 , 
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during the last few years, more than Rs. 300^ 
crores • worth of gold has been exported. Some 
^of this has been sent out immediately after the 
economic depression in 1928 from the Punjab and 
United Provinces which were more severely affected 
bj’’ the crisis and is called distress gold but the 
major portion has been exported after September 
1931. The price of gold rose by about Rs. 10 per 
tola and the people parted with it merely out of 
considerations of making profit.’ Ever since the 
flight ■ of gold began the people of India urged 
upon the Government the immediate necessity of 
stopping it but nothing of the kind has been done 
so far because the Government expect many advan- 
tages from the export of gold. Their case may be 
summed up thus : 

^ (i) There is nothing abnormal about the pre- 

sent export of gold because it is a normal 
feature of the trade of the country. 

(2) Gold exports have led to an improvement 
in the credit of the Government. This 
has enabled the Government to stabilise 
exchange by purchasing sterling at 
favourable prices. It has also enabled 
the Government to pay off the 15 millions 
sterling debt and to reduce their floating 
debt in India by creating fresh currency 
required to pay for the gold. 

1 The exact amount was Rs. 314‘G crores for the last 7 years— 
1931-38. 

2 It should be remembered that a rise in the price of gold aloiie 
A^as not enough to enable people to expoit their gold to other countries. 
If a rise in the rupee price of gold in India had been exactly offset by 
a depreciation of the rupee, there could not have been any gain from 
such export. Gold uas exported because a rise in the price of gold in 
India brought fortli a large supply of dis/ress qohl in the market Avhich 
did not alloAY the price of gold in India to rise to the same extent as 

,^it would have risen in the absence of distress gold. In other words, 
though the price of gold had risen in India as well as outride, the 
extent of the iisc was smaller in India than in othei countries with 
depreciated currencies. Hence the depreciation of the rupee in terms 
of gold being smaller than its depreciation in terms of any stable 
currency like dollar, it Avas clearly profitable to export gold. 
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(3) Gold exports have strengthened India’s 
public reserves. Although there was 
practically no increase in the quantity 
gold in the reserve, its value at the market ^ 
rate increased by about 5 crores of rupees. 

(4) Gold exports have enabled persons, 
especially the agriculturists, to live upon 
their past savings and to make a huge 
profit into the bargain. 

(5) Gold exports have encouraged the flow of 
international trade. They have not only 
helped India to buy more foreign goods 
but have increased the purchasing power 
of her potential customers. 

Some of these arguments appear to be frivo- 
lous. India may have exported gold in the past s 
but it is an open secret that she has always impor- ' 
ted more gold than what she has exported during 
the last ten years except, perhaps, 1921-22 as the 
following table will show ; — 


(value in crores of rupees) 


1 

! Import 

Export 

Net Import+ 
„ Export— 

1 

Average for 1910 -11 to 1014 — 15 1 

29 92 

4-57 

+25*35 

Average for I0l5— IG to 1919—20 

19-G4 

G-23 1 

-fl3-41 

Average for 1920—21 to 1924—25 

36*45 

7-74 1 

+28-71 

] 925-20 

35-22 

-37 

+34-85 

1920—27 

i 19-50 

-10 1 

+ 19-40 

1927-28 

18-13 

-03 1 

+18-10 

1928-29 

2121 

-02 

+21-19 

1929-30 

14 23 

-01 

+ 14-22 

1930-31 

13-24 

-49 

+ 12-75 

19?il— 32 

2 79 

60-77 

- 57-98 

1932—33 

1*31 

66-84 

— 65-53 

1933—34 

1-09 

58‘15 

—57-06 

19.34-35 

-71 

53 25 

— 52-54 

19 5-36 

-94 

.38 .30 

—37-36 

193G-37 

1-60 

29 45 

—27-85 ^ 

1937-38 

156 

17-90 

-16 34 

Total for 21 years from 1910—11 




to 1930-31 

551-67 

93-81 

+457-86 

Total for 7 years from 1931—32 




to 1937—38 

10-06 

324-68 

1 -314-62 
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Young Commission viz., the conversion of one 
token currency (silver rupee) into another (paper 
^ote), the duplication of reserves and the separa- 
tion of currency from credit control. 

The attempt to link the rupee to sterling in the 
guise of the Gold Bullion Standard proved a dismal 
failure and the Government threw overboard all 
pretensions of putting the rupee on gold parity in 
1931. In the beginning of that fateful year many 
European countries withdrew their deposits from 
London. Faced with a serious budget deficit on one 
side and the speedy exhaustion of its gold resources 
on the other, the British Government authorised the 
Bank of England to suspend the operation of the 
Gold Standard Act of 1925. The gold standard 
j^'as thus suspended in England. This decision 
was arrived at late in the evening of the 21st 
September 1931 and the following morning the 
Viceroy, on the advice of the Finance Member, 
issued Ordinance No. VI of 1931 temporarily 
relieving the Government of India of their obligation 
to sell gold or sterling. To the great surprise of 
ever}^ body in this country, within a few hours of 
this decision being taken by the Government, 
Sir Samuel Hoare informed a sub-committee of 
the Round Table Conference that the rupee would 
continue to be maintained at i8d sterling. 
Evidently, there was a very wide difference of 
opinion between the Government of India and the 
Secretary of State. In order, therefore, to acquaint 
the Secretary of State of their views in the matter 
and to prevent aU panicky developments, the 
Government of India declared a compulsory bank 
llolida3^ On the resumption of work on the 25th 
September the Government promulgated another 
Ordinance repealing that of the 21st and authorising 
the Government to sell gold or sterling for 
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The first procedure could have benefited none 
and only injured the genuine sellers, especially the 
victims of the trade depression. The second^ 
alternative would have launched the Government^ ' 
into a speculative business in a commodity whose 
price was fluctuating. We can thus pin our faith 
in India's lust for gold which has earned her 
great notoriet5E As soon as trade conditions 
became more favourable, let us hope, the lost 
gold will flow back to us in increasing amount. 

In 1938-39, India exported gold for Rs. 1379 
crores; and the gold earmarked with the Reserve 
Bank on account of purchasers abroad was Rs. 
10-19 crores. The exports in 1939-40' were, curiously 
enough, on a vaster scale and the Reser^'-e Bank’s 
purchases of the metal for foreign constituents, ^ 
though smaller, continued to persist. Between 
April 1939 and January 1940, India parted with 
valuable yellow metal for Rs. 42-02 crores and 
received in its place nothing but paper money in 
sterling; and this was done during a period when 
India’s favourable balance of trade in merchandise 
was Rs. 78-03 crores and when, ordinarily speaking, 
India should have got gold from foreign countries. 

This loss of gold for Rs 42-02 crores in favour 
of foreign countries cannot be justified in a period of 
war and in conditions in which its place is being 
taken by more paper sterling. It is, therefore, 
suggested that the Government should adopt four 
definite fines of policy. First, export of gold must 
be banned. Second, no more gold should be 
bought in India on account of foreign constituents 
of the Reserve Bank. Third, the dollar balances^ 

1 During the Ion months, April l939-.Tfimmry 1940, gold worth Rs. 
3o 94 crores was exported nnd the Reset ve Bank bought gold in India 
and earmarked for overseas’ clients to the extent of Rs. 9 US crores. 
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accruing from our favourable merchandise balance 
of trade' with the U. S. A. must be utilised for the 
-p^purchase of gold in America. Fourth, the Reserve 
Bank must be enabled, by a change in the statute, 
to value its gold at current market rates; and the 
Bank must be asked to bu}" gold for its reserve both 
in India and in America. 

The Present System. It will be seen that India, 
at the present time, is on the sterling exchange 
standard. The Government of India have given 
an artificial value to the rupee in terms of sterling 
at Re. i=i8d and maintain this parity between 
the specie points through the sale of sterling. The 
rupee is a token coin 3'et it is the principal 
medium of exchange and standard of value. Hence, 
it is still a standard token coin. Internall}' it is 
convertile into paper notes and other subsidiar}'- 
currenc}’’ and externall}' into sterling neither of 
w'hich is convertible into gold. It pejforms all the 
functions of a currenc}’’ note and differs from it 
onty in that while the note is printed on paper, 
the rupee is printed on silver. It, therefore, 
continues to function as "an inconvertible note 
printed on silver.” 

Besides the rupee, other coins made of copper 
and silver are legal tender in India. These are one 
anna, two anna, and four anna pieces in nickel, 
and pice and pies in copper Rupees and half 
rupees are full legal tender while other coins are 
legal tender upto one rupee. 

It will be observed that the present position of 
the rupee is even worse than it was before the War. 
Upto 1915 the rupee was, at least in theory. 


1 It WAS Rs. 9*48 crorcs in 3939-1910. 
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convertible into gold for exchange purposes but now 
its value depends on that of sterling which is 
no longer linked to gold. ‘‘It is neither fish nory. 
fowl nor bright red herring. For sheer inexplicability, ‘ 
manipulative facility and complicated mechanisrn 
nothing approaching it has ever been invented.^ 


Case for Devaluation. The agitation in favour 
of i6d ratio apparently died with the vote of the 
Assembly in 1927 but w^as soon revived by the quick 
march of events all over the world. The prices fell 
slowly up to 1929 and rather abruptly thereafter' as 
the following figures will show; — 


Yea I 


Averap:e 

1925 

1926 

1927 

1928 

1929 

1930 

1931 

1932 
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Kin^^dom. 
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of A merica. 
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159 

t 
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148 
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100 
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I4I 

95 
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97 
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100 

116 1 

1 88 

91 

96 1 

i 

77 

91 

75 

68 

87 

75 

69 

89 

77 

79 

91 

78 

84 
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S3 

85 
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95 

91 

98 

93 1 
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Japan. 


202 

179 

170 

171 
100 

82 
70 
73 
S2 
SI 
84 
90 
1 08 
113 




This catastrophe was brought about by a variety 
of causes.^ Progress of mechanical inventions and of 
science m breeding new kinds of grains, seeds, 
h? on ^tc.miaccompaniedby correspoSding increase 

over-production. Post-war 
tariffs, quotas, financial restrictions, reparation pay- i 
ments etc., created a general feeling of insecnSy 


L«»gue olifdiaon the 25!h Oetrofjsjs'! 


Currency 
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panic. Most of the gold was concentrated in the 
hands of France and U.S.A. leading to serious cur- 
tailment of currency and fall of prices in other 
' countries. But whatever the cause of this economic 
depression may have been, one thing is quite certain 
viz,, that it cut the purchasing power of the producers 
by half. Since the prices of agricultural produce fell 
more steeply than the prices of manufactured articles 
the agriculturists were obviously the worst sufferers 
much more so because interest charges and land 
revenue were inelastic. Many countries of the 
world sought to render necessary assistance to their 
producers by raising prices artificially. The following 
table gives an idea of the extent to which currencies 
of certain countries have depreciated after the War. 


^ Country 

1 

Pre-War Parity 
£ 

1 

Parity on Nov. 1, 
1933 
£ 1 = 

Present value of 
foreign currency 
expressed as a 
percentage of its 
pre-War value. 

Belgium 

25.207 Francs 

111,40 Francs 
=22.48 Bel gas 

22.6 per cent 

France i 

25.207 Francs 

80 Francs 

31.5 „ „ 

Greece 

25.207 Drachmae 

555 Drachmae 

4.5 „ 

Italy ' 

25.207 Lira 

60 Lira 

42.0 „ „ 

Portugal 

4 48 Esendos 

103 Esendos 

tt it 

Spain 

i 

15 207 Pesetas 

I i 

37 Pesetas 

6S.0 „ 


The relative depreciation of each of the above 
currencies is obvious but even the above table 
does not tell the full tale of the decline and fall 
of some of the more important countries with whom 
India comes in intimate contact. One such country 
is Japan. The Japanese Yen to-day is worth 50 per 
cent _of what it was before the War. The pre- 
War parity of Yen was Yen i=2s. o^d. To-day 
Af^fen I— is,2|df The case of India is quite 

1 The American dollar is only 90 per cent of its pre-War value. 
The curren cies of Anstralia an d N ew zealan d have depreciat ed by 
about 25 per cent and the currencies of Brazil, Argentina, Roumania 
etc., have depreciated beyond measure. 
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different. Forgetting the hectic days after the 
war when the rupee went up to 2s. lod and the 
people and the Government sustained heavy losses,^ 
the broad fact remains that the rupee which was"^ 
equal to is. qd before the war is now equal to 
IS. 6d The £ which brought Rs. 15 before the war 
now brings only Rs. 13-5-4 other words, the 

rupee is 112:5 per cent of its pre-War value in 
terms of the £. If, therefore, the history of world 
currencies is any guide, there does not seem to be 
much justification for hanging on to is. 6d in India 
which is perhaps the only countr}^ to face the 
depression with an appreciated currency. . Toid 
Linlithgow, as chairman of the Royal Agricultural 
Commission, had said: “Raise the purchasing power 
of the ryot and help him to raise himself out of his 
present terribly depressed condition, and in one. 
stroke you will give to industry, to manufacture and/^ 
to commerce, an extended field for service, and so for 
legitimate gain.” Unless His Excellency has since 
changed his mind he should put his weight on the 
side of i6d ratio. 

Another interesting point borne out by a 
comparative study of index numbers is that, except 
in the two years (1924-26) to which the Hilton Young 
Commission referred as the basis of their recom- 
mendations in favour of the i8d ratio, the Indian 
and British index numbers have never moved to- 
gether. In fact the adjustment between the two price 
levels is conspicuous by its absence. From 1929, the 
year of the commencement of ,the depression, 
Indian prices have been lowered by 43 points whereas 
British prices have suffered a fall of only 7 points, 
Moreover, while between September 1931 and March 
1938 wholesale prices in England rose by 16 pointspl^ 
they increased in India only by 2 points. This 
proves conclusively that this country has not realised 
any thing like the benefits that were expected to be 
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reaped simply by linking the rupee with a depre- 
ciated sterling without lowering the ratio. 

A careful study of trade statistics reveals that 
our trade balance has sunk very low. From Rs. 86'5 
crores in 1928-29, it declined to Rs. 79 crores in 
1929-30, to Rs. 62 crores in 1930-31, to Rs. 34.8 
crores in 1931-32 and to the almost unprecedented 
low figure of Rs. 3.4 crores in 1932-33. It is true 
that both imports and exports have fallen in value 
but it cannot be denied that the influence of the 
existing ratio has been exercised in the direction of 
discouraging the export trade of the country in 
favour of the import trade. Taking the figures for 
1925-26 as the base, the following are the index 
figures for the imports and exports of private 
merchandise : — 
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Imports 100 102 111 112 107 73 56 60 

Exports 100 80 85 88 63 60 42 35 


Such a continued disparity between the move- 
ments of import and export trade indicates that 
the rate of exchange is acting definitely to the 
detriment of the producers of exportable commodi- 
ties. It win further be observed that since 1930 
while the Indian prices have undergone a precip- 
itous fall Japanese prices have actually shown an 
upward tendency. The present Indian figure is 18 
points below the 1930 level while the present 
Japanese prices have risen by 3 points during the 
wsame period. It means that the Indian producers 
are being forced to sell at less than pre-War prices 
goods which were produced at higher than the pre- 
War costs and to compete with Japan which has 
the further advantage of a depreciated exchange. 
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It is sometimes asserted that the lowering of 
the ratio would adversely affect the wage-earners, 
the salaried and professional classes and the public>/ 
revenues. This is true to the extent that a scaHug 
down of the ratio would be accompanied by a 
comparative rise in prices but the experience of 
the last few years has proved that low prices are 
not necessarily in the interest of people earning fixed 
incomes or even of the Government. If the 
price level is lowered not only the producing but 
also the wage-earning classes have to bear 
the evil consequences. If the producers are forced 
to market their goods at unremunerative prices 
they are compelled either to reduce wages or to 
give up business. In both cases the wage-earners 
suffer in the end, at least as much as the producers. 
The position of the professional and salaried^ 
classes is not essentially differ ent. The demand for 
their services falls off and as the public or private 
employees experience a shrinkage in their revenues 
they have to resort to curtailment of staff' and 
retrpchment of salaries. Even the Government of 
India are not in a ver};- happy position. The^^ may 
have made a httle saving in the remittance of 
Home Charges but this gain has been more than 
offset by a substantial fall in revenue. A straitened 
peasantry, an unemplo5^ed and impoverished middle 
class, and a losing^ industrial and mercantile com- 
munity are certainly not the best tax-payers. 

It has only amounted to killing the goose that 
lays the golden egg. 

^9 the charge that the devaluation of the rupee 
will disturb the relation between creditors and 
debtors, it may be replied that at present thei 
creditors are hardly receiving an3ffhing and if prices 

raised they ^ at least stand a chance of melting 
e^ frozen credits and getting some return for 
their money which they will cheerfully accept. 
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The plight to which the nation at large and 
particularly the agriculturists have been reduced 
during the last few years is too pitiable for 
words. There is an urgent need for raising prices 
if trade, industry and agriculture are to be saved 
from the present parlous state and for widening the 
channels of our export trade and so to increase 
the volume of our trade balance from which alone 
we can possibly meet our foreign obligations. 
It is, therefore, suggested that the Government 
should take early steps to restore the rupee to is. 4d 
parity. 


SUMMARY 

The Babington Smith Committee, appointed in iqip, 
recommended that sovereigns should be made legal tender in 
India, although no legal obligation should be imposed on the 
Government to convert token currency into gold. The ex- 
change value of the rupee in terms of the sovereign was fixed at 
2s gold which was then equivalent to about 3s sterling. The 
reasons for recommending a high rate of exchange were that 
the rupee would remain a token coin and the resulting low level 
of prices would benefit the people at large. Substantial saving 
in the remittance of Home Charges was also expected. 

Fate of 2s Rate. Unfortunately for the Government, how- 
ever, gold then was selling at a very much higher price than the 
one suggested by the Commission and no gold was tendered 
at the treasuries. Similarly, owing to unfavourable balance of 
trade and continued high level of prices, the exchange weakened 
considerably. The Government tried to ease the situation 
by selling Reverse Council Bills but they only tended 
to make confusion worse confounded. Money was withdrawn 
from Indian investments and exported to England to take 
advantage of the high rate of exchange. The 2s rate, therefore, 
broke down and the businessmen who had ordered goods in 
England in the hope that the exchange would remain at 2s 
^suffered heavy losses because they were called upon to make 
payments when the excuange had fallen to below is. Between 
1922-25, there was no legal standard, although the Government 
successfully attempted to maintain the value of the rupee in 
terms of the sterling at is. 6d. 
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The Hilton Young Commission. In 1926, the Indian 
currency system came under the searching examination of the 
Hilton Young Commission. The Commission suggested that 
the gold exchange standard was defective because it was^. 
difficult to understand. It did not provide automatic expansion ' 
and contraction of currency, necessitated the maintenance 
of unnecessar}' reserves and was looked upon with suspicion 
by the people. Some people supported the gold exchange 
standard on the ground that it was economical and particularly 
suited to India. They forgot that a system which locks 
up huge quantities of gold and silver without being used for 
industrial purposes and which is not easih’’ intelligible to a lay 
man in the street cannot function satisfactorily for any length 
of time. 

The Commission rejected the sterling exchange standard 
on the ground that, in addition to all the defects of the gold 
exchange standard, it suffers from the additional disadvantage 
of making the monetary^ standard of one country dependent 
on the currency and prices of another. They also disapproved 
of the idea of introducing a gold currency standard because it 
was ‘‘untimely, unsound, and impracticable.” Finally, they 
recommended the Gold Bullion Standard according to which 
the rupees and notes were to cease to be convertible into 
each other and to be ultimately redeemable into gold bars 
of 400 ounces at all times and for all purposes at 6xed 
rates calculated on the basis of the rupee being equal to 
iSd. The management of the sy'stem was to be entrusted 
to the Reserve Bank also suggested by them. Some people 
opposed the Gold Bullion Standard on the ground that the 
freedom to convert token currency into gold was nominal 
because few people could afford to purchase 400 ounces all 
at once They^ also pointed out that in view of the fact 
that the notes would cease to be convertible into rupees, 
their position would become much worse than before the 
War. In all fairness to the Commission it must be confessed 
that the very fact of convertibility (no matter in wffiat form 
it may'^ be) acts as a safety valve against deliberate and un- 
conscious inflation of currency'. Again, paper notes redeemable 
in gold bars w'ould inspire greater confidence than those 
convertible into silver rupees which are themselves inconvertible. 
The Gold Bullion Standard is also likely' to economise the^ 
use ^ of gold and encourage habits of banking and thrift. 
It is, therefore, not only' superior to the gold exchange 
standard but quite as effective and practical as the gold currency 
standard. 
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The Ratio Problem. After 1923 the prices fell and 
the balance of trade became more favourable so much so 
that the rate of exchange touched is. 4d in September 1924, 
^ose to IS. 6d in Ma}’’ and remained firm at that for the 
next two years. The Hilton Young Commission, therefore, 
recommended that the rupee should be stabilised at is. 6d, 

Arguments for Is. 6d Other arguments advanced in 
favour of is. 6d were: — 

(a) Indian prices were adjusted to world prices at 

IS. 6d, the'price level in either country being 158. 

(b) Revision to is. 4d would mean a rise of prices 

by 12 1 per cent., and 

(c) In view of the fact that wages of industrial and 

agricultural labourers had been adjusted to is. 6d, 
the lower ratio would bring about a concealed 
reduction in wages. 

(d) Similarly, most of the contracts were entered into 

when the exchange was is. 6d and any lowering 
of the ratio would result in heavy losses to the 
creditors. 

(e) The burden of the agriculturists in respect of 

land revenue would increase but this loss had 
already been made up b}^ the high prices of 
agricultural products since the War. 

Arguments for Is. 4d. 

(rt) The adjustment between Indian and world prices 
was not complete. 

(6) IS. 4 d was a natural and a de facto rate while 
IS. 6d w^as brought about artificially by contracting 
currency. 

(c) IS 6d by lowering prices, pressed heavily on the 

manufacturers and conferred an unfair advantage 
on the foreign producers. 

[d) The agriculturists stood to lose heavily for, while 

the prices of their products declined, their burden 
in respect of land revenue increased enormously. 
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(e) IS. 4d may be harmful to the wage-earners but 
even their loss may be minimised by the continuity 
of employment which may be difficult if the 
manufacturers sustained hea\w losses following th^. 
adoption of a higher ratio. ' 

Conclusion. !Much could be said on either side. In 
view ot the fact that stable prices are alwa3"s preferable to 
rising or falling prices, is. 6d rate seemed to be more 
justified than is. 4d. But, as the country*, in the long run 
is like!}- to benefit more by is. 4d, it is suggested that 
the Government should expand currenc}’ gradualh’ so as to be 
able to stabilise exchange at is. 4d at the earliest possible 
opportunitt". 

The Act of 1927 . According to the Act of 1927, the 
Government were bound to purchase gold in amounts of 
not less than 1,065 tolas at rates based on the i8d value 
of the rupee. 

The Act was, however, suspended in September, 1931, 
when England abandoned the gold standard The present'c 
currency system of India is called the Sterling Exchange 
Standard. For internal purposes the rupee, as before, is the 
standard of value, while for external purposes the Government 
have undertaken to convert notes and rupees into British 
sterling at is. 6d. ^ The rupee, therefore, continues to be a 
standard token coin and still resembles an inconvertible note 
in all respects except that while the former is printed on 
silver, the latter is printed on paper. 


Case for De-valuation. On account of recent slump 
in prices the producers, particularly the agriculturists, have 
^ deal. Other countries have tried to alleviate 

the distr^s of their producers b}' giving them larger purchasing 
power. India should do the same by reverting to is. 4d. 
bmce England abandoned the gold standard, British and 

moved together. No useful purpose 
will, therefore, be served by being tied to the apron strings 
of sterling, is. 4d will not only help the trade and commerce 
of the country but it would also give immense relief to 
people earning fixed incomes by providing employment. The 
Government are almost certain to gain more frW enhanced A 

Hence ^ 0 “^^ remittances, 

in the made out for a depreciation 
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QUESTIONS 

I Why did the Babington Smith Committee recommend 
che 2s. rate ? What was the fate of that ratio ? 

2. Discuss the strong and the weak points of the Gold 
Exchange Standard as it prevailed in India before the War. 

[Delhi Inter. 1929 and 1930; Punjab B.A. 1928]. 

3. Distinguish between the Gold Exchange Standard 
and the Gold Bullion Standard proposed by the Hilton Young 
Committee. State your views on the latter as a scheme of 
currenc}^ arrangement for the country. 

[Punjab B.A. 1928 and Delhi Inter. 1930]. 

4. Examine the case of i8d exchange value of the rupee 
as against i6d exchange value. 

[Delhi Inter, and B.A. 1931; Agra B.A. IQ35]. 
r 

5. (a) What is the effect of a rate cff exchange on 

price-level ? Give Indian examples. 

(b) How do changes in the value of money affect 
different classes of people in a country ? 

6. Explain as simply as you can the recent changes in 

the monetary standard of India. [Ddhi Inter. 1933]. 

7. Account for the unusual export of gold from India 
at the present time. Has India benefited by it ? 

8. Describe briefly the currency system that is in vogue 
in India at the present time and explain the measures that 
are taken by the Government of India to m<iintain stability 
in the value of Indian currency in terms of foreign currencies. 

[Agra B.A. 1934 and Punjab B.A. 1934]- 



CHAPTER XIII 

THE rxDiAX cuRREEXY SYSTEM [Contimied) 
SIXCE SEPTEMBER 3, I939. 


Great Britain got involved in the present war 
on September 3, 1939 to defend the fundamental 
right of nations to a free and peaceful existence and 
to uphold the sanctity of intemational agreements. 
She had the moral support of all the civilised nations 
of the world but their lip sympathy alone could not 
help her to win the war nor could the resources of 
Great Britain alone annihilate an enemy who had 
been preparing for protracted hostilities for a long 
time The war called for enormous sacrifices on the 
part of the countries constituting the British Empire., 
and necessitated vital changes in their economic 
organisation. Let us see how it has affected the 
currency and prices in India. 

Withdrawal of Bank Deposits. As during the 
last Great War, the first instinct of the people at the 
out-break of hostilities was to sell their Government 
securities, encash Post Office Cash Certificates’ 
and withdraw their deposits from the banks 
including Postal Savings Banks'. This tendency 


1 Po-t Ofilce Ca-h rVriifio.iiC' 

Lffkh- nuutandintr 

19.38-19 

1939-10 (Budtrrt) vV/o 

1939- 10 (Ilovi^edi bfoj 

1940- 41 (Eudp-ti A;.; 

bankif 'f v, ithdi;uv.a!- from postal =avin 2 - 

nb repavinent- no"* ’ n prn\ 1=1011 in the budget for 

R= Ifnrorr .nrl^ C.a-h rcrnricatr- from Bs. Ilcrore=iOj 

DepSits ?n 194L "" " ^^nal Savin'-:* Bank*^ 

OfScS^ blfSr sn«?=tllE iJckbd^"*"']"-*’ deposit* from Po=t 
stated that thr* rm. o- * * r it m.ay now be definitely 

01 me tunas is findin-r it* way into the po-tal saving lAnk*. 
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became widespread soon after the enactment of the 
Emergency Powers (Defence) Bill the Govern- 
:)ii^ent of the United Kingdom because rumours were 
current that the Government of India contemplated 
drastic measures for the control and confiscation of 
private wealth and property. The Government im- 
mediately and emphatically contradicted these rum- 
ours and the public confidence was soon restored. 
This is borne out by a close scrutiny of the posi- 
tion of the scheduled banks as disclosed in their 
weekly returns : — 



Demand Liabilities, 

(In lakhs of Rs ) - 

Time Liabilities. 

(In lakhs of Rs.) 

Amount 

Increase or 
decrease. 

Amount 

Increase or 
decrease. 

August, 25, 

1939 

142,58 


106,87 

WgM 

September, 29, 

tf 

139,21 

-3,37 

102,11 


October, 27, 

// 

140,82 

+1,61 

99,76 


November, 24, 

// 

145,04 

+4,22 

101,81 


December, 29, 


146,57 

+1,53 

104,76 

+2,95 

January, 26, 

IP40 

146,43 

- 14 

707,89 

+3,73 

February', 23, 

if 

145,10 

- 1,33 

109,09 

+ 1,20 

March, 29, 


150,38 

+5,28 

108,08 

-1,01 

April, 26, 

tr 

147,66 

-2,72 

113,08 

+5,00 

May, 31, 


145,43 

-2,23 

112,14 

- 94 

June, 7,-™— 

144,31 

-1,12 

in,46 

- 68 

July, 19, - 

tt 

151,37 

+7,06 

106,83 

-4,63 

August, 16, 

ft 

157,35 

+5,98 

104,02 

-2,81 

September, 13, 

tt 

163 57 

+6,22 

701,11 

-2,91 

October, 18, 


170,50 

+6,93 

100,38 

- 73 

November, 15, 


175,31 

+4,81 

100,34 

- 4 

December, 20, 


175,46 

+ 15 

101.03 

+ 69 

January, 10, 

1941 

177,80 

+1,34 

100,92 

- 71 

February, 14, 


177,83 

+ 3 

704,10 

+3,18 

March, 14, 


179,87 

+2,04 

705,27 

+I,II 

April, IS, 


184,44 ' 

+4,57 

705,09 

- 72 

May, 16, 

tt 

185,71 i 

+1,27 

106,40 

+ 37 




+ 42,13 


-1,47 


• It wiU be noticed that there have been with- 
drawals from banks but they are no more than what 
the sheer instinct of precaution (which is far 
removed from panic) would justify. Moreover, 
although the rush for withdrawals was great in the 
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beginning, the withdrawals during IMa}^ 1940, which 
was a critical mouth, were less than in the first 
month of the War. It is also clear that inspite o|» 
frequent withdrawals the current accounts of 
scheduled banks since the War began have risen by 
more than Rs. 42 crores although the total deposits 
have increased by Rs. 40-66 crores only. 

Rush for Conversion of Notes. Rationing of 
Rupees. There was also a great demand for the 
conversion of notes. Prior to June, 1940, this 
demand was sporadic and averaged less than a crore 
of rupees per week, but with the collapse of France 
in that month the total value of notes presented 
for encashment suddenly rose to Rs. 4 crores a 
week. There was thus a great strain on the rupee 
resources of the Reser\'e Bank. The demand fot^ 
rupees further increased on account of the Govern- 
ment’s increased expenditure on armament and 
defence and also on account of the increased 
business activit}* stimulated by the War. The 
Reser\*e Bank at first met this demand in full in the 
hope that such action would allay the fears of 
"panic-mongers” and check hoarding of rupees but 
the result was disappointing. Rs. 42 crores of 
rupee coins were issued in the first ten months — 
Rs. 13 crores ha\dng been put into circulation in 
June alone — but stih there was chronic shortage. 
When the Government reahsed that meeting the 
pubhc demand for rupee coins without limit did not 
reheve the strain and prevent the absorption of 
rupee coins, the}’- were forced to resort to the S3'S- 
tem of rationing under which the issue of rupees 
b}^ the Reserr^e^ Bank to single tenderers was limited 
to normal legitirnate requirements and the acquisi-..^ 
tion ^ of rupees in excess of personal or business 
requirements was made punishable under the 
Defence of India Act. It was pointed out that the 
introducdon of rationing was necessitated not by 
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the shortage of silver but only the mechanical 
limitations of the mints which were unable to mint 
^oins in sufficient quantities and at sufficient speed 
to cope with the abnormal demand. 

Issue of One-rupee Notes. As a result of large 
withdrawals of rupee coins from circulation much 
inconvenience was felt b}^ the general public owing 
to the scarcity of a suitable medium of exchange 
of smaller value than the Reserve Bank notes of 
the lowest denomination, namely Rs. 5. The 
Government, therefore, decided to supplement the 
stock of rupee coin by one-rupee notes issued on 
the authorit}^ of the Government of India. An 
Ordinance (No. IV of 1940) was accordingly issued 
on June 24, 1940 authorising such issue and pro- 
j^viding that such notes will for all purposes be the 
equivalent of rupee coin. They are legal tender to 
exactly the same extent as rupee coin and, not 
being bank notes or currency notes, can be issued 
by the Reserve Bank in exchange for their bank 
notes to satisfy the demand for rupee coin. As 
the new notes could not be manufactured and put 
into circulation immediately, the Government made 
use of one-rupee notes which had already been 
printed in 1935 to meet a contingency of another 
nature.^ These 1935 notes are printed on paper 
bearing as a water mark the head of His Bate 
Majesty King George V and are 3|-inches by 

1 The circumstances which led to the preparation of one-rupee 
notes ill 1935 were as follows: — 

After the last war the price of silver fell very low and touched 
the rock-bottom level of 13*2 5 d per oz. (about 5 annas per tola) in 1931. 
^n 1934, the countries interested in silver entered into a Four-year 
'TAgreenient under which the Indian Government promised to sell not 
more than 35 million ounces of silver per year while the Governments 
oftheU. S. A., Austialia, Canada, IMexico and Peru promised to pur- 
chase an equivalent amount. The tj. S. A. went a step further in 1935. 
They undertook to buy silver until the silver stocks constituted 25 per 

[Contimied on page ig6) 
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2-|-inclies in size. They contain a representation 
of the rupee coin on both sides and bear the signa- 
ture of Mr. J. W. Kell^?- who was Controller 
Currency in 1935. The new notes which are being 
printed at the Government of India Security 
Printing Press, Nasik will be 4-inches by 2|--inches 
and the design, colour scheme and water-mark 
will also be different. They will bear the signature 
of Mr. C. B. Jones, Secretary to the Government 
of India in the Finance Department.^ 


New Eight-anna Pieces. In view of the in- 
creasing simultaneous demand for four-anna pieces 
and half-rupees, the Government of India felt that 
it would be extremely wasteful to turn out large 
quantities of half-rupees containing eleven-twelfths 
of silver and one-twelfth of alloy. They, therefore,- 
decided that the fineness of one-half silver and 
one-half alloy prescribed for four-anna pieces in 
the Act passed by the Central Begislature should 
be adopted for eight-anna pieces as well. Ordi- 
nance No. VI of 1940 was accordingly promulgated 
to amend the Indian Coinage Act for this purpose. |. 

I It may be interesting to note in this connection that the 
wear and tear of a rupee note is very much greater than that of a silver 
rupee. The average abrasion of a uipee is 1 5 per cent in fifty years 
wheieas the average life of a rupee note is only six months. This is the 
reason why the Inchcape Committee recommended the withdrawal of 
one-rupee notes from circulation. 


[Contmned from page J95) 

cent of their metallic reserves and until the price of silver touched 64d 
1/8/“ per tola. The result of such a policy, if 
r? would have been dangerous for silver using coun- 
t operations immediately after the Act 

nf near its face value. As a direct, 

standnrd nnd thp of Silver, China had to give up the silver . 

nrinted n* Uro-a rrif in order to forestall an emergenc}^,'^ 

CvJtl dfd^nn?''" r 0"''-i-"Pee notes. The anticipated dan-eVy 
Durehasp nnliVv nf on account of the reversal of the silver 

low level^of i oar '^a silver receded back to the 

1936-39 ThP between 16d and I9d during 

did not arise. putting the new notes in circulation, therefore, 
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New half-rupees of the reduced fineness are exactly 
similar in weight and appearance to the old half- 
rupees but the ring is somewhat sharper. Half- 
■^upees of the old fineness will no longer be minted 
but will continue to be legal tender. 

Queen Victoria Rupees. Withdrawn from 
Circulation. The Government had under conside- 
ration, even before the War, the question of with- 
drawing Victoria rupees and half-rupees. They 
were unpopular owing to the large number of 
counterfeits in existence which were difficult to 
detect owing to the worn condition of the coins. 
In view of the unsuitability of the coins as a media 
of currency and in order to recover them from 
the useless hoards, the Government decided to 
call them back. An Ordinance was promulgated 
^n October ii, 1940 amending the Indian Coinage 
Act and by a Notification issued under the Act 
as amended, it was declared that Victoria rupees 
and half-rupees shall cease to be legal tender 
after March 31, 1941 but shall continue to be accep- 
table until September 30, 1941 at all Government 
Treasuries and Post Offices and thereafter, until 
further notice, only at the offices of the Issue 
Department of the Reserve Bank at Bombay and 
Calcutta. 

New Rupee Coins. By an Ordinance issued on 
December 22, 1940 the Government have been 
authorised to issue silver rupees of the fineness 
of one-half of silver and one-half of alloy i.e. 
containing 90 grains of pure silver and 90 grains 
of baser metals. These new rupees contain a 
“security edge device” which is considered to be 
complete safeguard against counterfeiting. For 
over a century the people of India have been 
used to rupees weighing one tola and containing 
165 grains of pure silver and the present issue 
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containing a iiiucli smaller percentage of silver is 
being accepted by them not without considerable 
suspicion and misgivings. Moreover, there are 
at the present moment, three different forms ^ 
one-rupee units in circulation — the old 22-carat 
silver rupees, the new 12-carat silver rupees, and 
one-rupee notes. They will circulate only so long 
as the demand for mone}^ is great but if confidence 
is somehow shaken the old rupees are bound to go 
back into the hoards'. 

A New Mint for Calcutta. Owing to the 
increased demand for coinage caused by the War, 
a heavy strain has been put on the mints at 
Bombay and Calcutta and the extension of plant 
capacit}^ became necessary. The Government have 
accordingly decided to construct a new mint at 
Calcutta at a cost of about Rs. 65 lakhs. This*; 
mint will have a normal capacitj^ of Rs. 6 lakhs ' 
per day or approximately double the present out- 
put when the mint is working full overtime. It 
is proposed to close down the old mint when 
the situation returns to normal and to extend 
the new mint for the production of nickel, bronze, 
and silver coins as well. 

Increase in the Volume of Circulating Media. 

Active note circulation in India and Burma on 
September i, 1939 was Rs. 178-88 crores and had 
risen to Rs. 273-11 crores b^^ Ala^'" 23, 1941. The 
increase in active paper note circulation was thus 
Rs. 94’23 crores. In the same period, ‘rupee coin’ 
held in the Issue Department of the Reserve 
Bank had declined from Rs. 75-87 crores to 
Rs. 35’89_ crores. Making allowance for the fact 
that during this period the GoA^ernment had de- / 
livered coins to the ReserA^e Bank to the exteim 
of Rs. 10 crores this means that the circulation 

I Due to the operation of Gresham’s Lnw. 
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of rupee coins has risen by Rs. 39’g8 crores since 
the beginning of the War. The total increase in 
the volume of currency'- in circulation between 
^September 1939 and May 1941 is thus Rs. I34'2i 
croresb There has also been a considerable in- 
crease in the volume of circulation of subsidiary 
coins. It would, therefore, not be wrong to say 
that the volume of currency in circulation today 
is higher by about Rs. 150 crores than it w^as on 
September i, 1939. 

A careful analysis of the balance-sheet of the 
Reserve Bank for the week ended May 23, 1941 
will show that the position of India’s currency 
is quite sound. 'I'he assets of the Bank in the 
Issue Department in gold coin, gold bullion and 
sterling securities was 55‘43 per cent of its total 


I The follo'vvinp table indicates the position both as regaids paper 
notes and rupee eoin uiito December 1940:— 


Increase or Decrease in circulation as on 
last Friday of the month (in lakhs of rupees). 


Month 


Note circulation Rupee coiu circulation. 


September 1939 

+24,03 

October 

tf 

+ 7.38 

Isovember 

t} 

+ 9.81 

December 
TOT A I. 

it 

+ 15.81 

January 

1940 

1 1 

+ 1,92 

February 

+ 1,71 

March 

1 i 

— 1,00 

April 

1 

+ 1,06 

May 

> 

+ 8,92 

June 

ft 

- r .59 

July 

>> 

- 9,02 

August 

it 

- 6.43 

September 

it 

- 2,31 

October 

t > 

- 51 

November 

tt 

+ 48 

December 

TOTAI. 

it 

+12,09 


+ 33 

+ 2,60 

+ 3.04 

+ 5>28 

57.03 11.25 

+ 3.37 
+ 2,56 
+ 2,35 
+ 2,56 
+ 6,81 
+ 15.12 
+ 5.1S 
+ 3.62 
+ 2.03 
+ 1,00 
+ 83 

+ 1.13 

5.32 44.56 
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liabilities or more than 15 per cent higher than , 
the conservative limit of 40 per cent fixed by the 
Reserve Bank of India Acth Every paper note 
is, as we shall see presentlyb. fully backed by^' 
either gold, or easily realisable sterling, silver rupees 
or the obligations of the Government of India 
which are realisable at a moment’s notice. There 
are definite indications that the panicky demand 
for coins is now a thing of the past; that more 
or less complete confidence has been restored in 
this respect; that one-rupee notes are circulating 
freely not only in the cities and towns but also 
in the rural areas; and that the coins are slowly 
but surely coming back from the hoards. 

Balance of Trade. Restrictions on Imports and 
Exports. Indian exports of merchandise to foreign 
countries increased from Rs. 163 crores in 1938-39- 
to Rs. 203 crores in 1939-40 i.e. by about Rs. 40 
crores in value during the first year of the War.^ On 
the other hand, the imports of commodities into 
British India has been kept down by means of import 
restrictions imposed in May 1940.^ The articles 
affected are those the consumption of which can 
be kept within limits without damage to . any 
essential Indian interest (having regard, in parti- 
cular, to the extent to which supplies from some 

1 Comparatively speaking, there has been a good deal of deterioration 
in the reseive position during the last 12 months The peicentageof 
assets to liabilities during this period has fallen fiom 65‘3B to 55*4B i c. 
by about 10 per cent. 

2 Chapter XIV. 

3 The notable increase in the absorption ot Indian exports occurred 
in the case of the Lnited Kingdom and the British Einpiie. These 
fountiies increased their pin chase of Indian goods from Rs. 85 ciores 
in 1938-39 to Rs. llocroiesiii 1939-40. The United States of Ameiica 
increased the piuchascs fiom Rs. 14 crores to Rs. 24 ciores dining 
the same peiiod. 

4 The imports actually; incicased at first ?.c. fiom Rs 152 ciores in 
1938-39 to Rs 1G5 croies in 1939-40, but owing to the closing of 
foreign markets and difticiilties of .transport they are now showing 
a downwaid tendency. 
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countries can be replaced by Indian products or 
by goods imported from other countries in respect 
of which the foreign exchange problem is less 
> 4 icute). Export restrictions have been devised not 
only to prevent supphes from reaching the enemy 
by indirect channels, but also to conserve supplies 
of all essential articles, whether for the require- 
ments of India or for those of the Allied countries. 
Among the articles the exports of w'hich have been 
restricted mainty for conservation of supplies, raw 
’ wool and mica deserve special mention. 

Exchange Control Restrictions. Following the 
example of Great Britain, the Government of India 
have also undertaken to control exchange. Part 
XIV of the Defence of India Ordinance, 1939 
contains financial/ provisions, providing inter alia 
Hor (i) restrictions on purchases of foreign exchange, 
(ii) acquisition by the Central Government of foreign 
exchange, (iii) restrictions on purchases and export 
of securities, and (iv) acquisition by the Central 
Government of foreign securities. All foreign 
exchange transactions were required to be put 
through authorised dealers controlled by the Reserve 
Bank; restrictions were placed on the purchase and 
sale of Empire currencies while the sale and 
purchase of non-Empire currencies were restricted 
to genuine trade purposes, travelling expenses and 
small personal remittances. 


As a large amount of the essential war material 
has had to be purchased from America, including 
motor transport for the mechanisation of the 
Indian Army, it has been particularly necessary 
^to conserve all dollar resources for Commonwealth 
needs. For this purpose dollar balances have 
been taken over by the Reserve Bank, remittances 
to the United States or Canada have been banned. 
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imports of luxury goods from outside the sterling 
area have been restricted to the minimum, imports 
of silver have been forbidden except under licence,, 
and dollar exchange granted only to persons travel-^ 
ling abroad in the national interest. 


The policy of the Reserve Bank of India has 
been to ensure that all transactions were put through 
on the basis of the rates fixed by the London 
Exchange Control. In the early stages of the 
Control it was possible for the American importers 
of Indian goods to evade the regulations. The 
creation of a free sterling market in America no 
doubt resulted in some loss to the Indian exporters 
but with the tightening of the Control the rates 
have become more efficient'. 

Owing to the difficulty of obtaining cover in 
London for positions other than spot, forward 
exchange business on the part of banks was 
paralysed. The Reserve Bank, therefore, announced 
on CJctober 3, 1939 that it would be prepared in 
future to purchase sterling for forward delivery 
extending over a period of 90 days at ~ d per 
month higher than its spot buying rate.’ This 
innovation is unique in the currency history of 
India. In February 1940, the Reserve Bank 
decided to buy sterling at is. 6d upto 6 months 
forward. On October 16, 1940 the Bank announced 
that the exporters of gold from India to U.vS.A. 
must surrender at least 34 dollars for each fine 
ounce of gold exported. It also announced its 


! Ill order to understand the diCferenee between “official” aiic^ 
ree sterling, the advanced student is advised to read "Keview of Trade in 
n la for rJ39-40 and 1940-1 and an excellent article-/«(/fn and the Tico 
hlcrlinrji in the July number of the Indian Institute of Bankers. 
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readiness to buy dollars for spot delivery. On 
the gth March 1940, the Bank also announced its 
scheme for the control of the foreign exchange 
proceeds of certain exports to the ‘hard currency’ 
countries i.e. countries having currencies based on 
gold (like the U. S. A. dollar and the Swiss franc) 
or linked to currencies which are based on gold. 
The commodities affected were jute, jute manu- 
factures and rubber. The object of the scheme is to 
obtain control of the foreign currency proceeds of 
the exports and also to see that full export 
proceeds (based on the official rate of dollar-sterling 
exchange) of the goods are received.' 

Repatriation of Sterling Debt. As a result of 
a very favourable balance of trade, a large ster- 
ling balance accumulated in the hands of -the 
Reserve Bank. This surplus has been used for 
the repatriation of the sterling debt of the Go- 
vernment of India. Two methods have been 
adopted for the repatriation of sterling. Under 
one method, the Reserve Bank was authorised to 
purchase Indian sterling non-terminable securities 
in the open market out of its surplus sterling 
balances and to transfer the securities so purchased 
to the Government for cancellation. In their 
place additional rupee paper of the \ per cent 
and 3 jier cent non-terminable loans was to be 
created from time to time. Another method was 
to offer the holders of all sterling loans the option 
of converting their holdings into rupee securities. 

1 Tile combined eflcct of these measures adopted by the Go- 
vernment for the control of exchange has been to keep tlie exchange 
pegged at Is. Gd. A disruption of the sterling-iupee rate as, hoivever, 
threatened on the Slst Maich. 1041. Owing to the continued difficulty 
^ seeming shipping space, export bills were few and far between. 
On the other hand, private lemittances were on a fairly substantial 
scale In other woids, there were abundant buyers of sterling and 
very few sellers of sterling and it appeared as though from 'want of 
cover the rupee rate would break do^^n. The Eeserve Bank, however, 
prevented the exchange from deteriorating by offering to sell Reverse 
Council Bills at Is. si-d. 
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The combined use of the _ two methods enabled 
the Government to effectively repatriate more 
sterling debt than would have been otherwise 
possible. By these means the Government have' 
brought about an appreciable substitution of sterling 
liabilities to non-residents by rupee liabilities 
to residents which have provided a valuable 
relief to their remittance programme. India’s 
sterling debt and the amount of interest to be 
paid abroad each year have also been substantially 
reduced.’ 

Additional Taxation. To pay for the expansion 
and mechanisation of the Indian Army^ which has 
been estimated to cost Rs. 20 lakhs per day, 
additional taxes were imposed in November 1940 
and I\Iarch 1941. The Supplementary Finance Bill 
of 1940 imposed a 25 per cent sur-charge on all 
taxes on income and increased letter postage, tele- 
gram and telephone charges while the budget of 
1941 increased the Excess Profits Tax and imposed 
an extra duty^ of Re. i per cwt. on sugar and of 
two annas per gallon on petrol. 

Defence Loans Unable to make their two 
ends meet, the Government of India floated Defence 
Doans on June 4, 1940. These loans consist of 
3 per cent Defence Bonds, Defence Savings Certi- 
ficates, and a three-y^’ear Interest-Free Doan. The 
3 Per Cent Defence Bonds have met wdth a good 

1 The Jiccnmulntion of lui^e sterling balance in London 
proved extremely useful to Gicat Hnlain aUo. “It has played its part in 

contiibuiing to the lestoration of cheap money It lias helped to 

s\\ell the volume of funtL seeking leinvcsMucut in the lonir term 
market, and has thus assisted in maintaining the level of gilt-edged 
values. iMuallj , it has piodiiccd a considerable supply of funds for 
direct, iiuestment in Government seeniiiie^ of various forms and has 
Inns eased llie task of bridging the gap lietnecn revenue and expcnditiuc 
illiout rccoiu?50 to mil all on ary borrow! ng*\ Jjcofwvust, 

tei ms, India has contributed to three imporl ant features 
ot tlie l^ndon Maiket, namely, (a) maintenance of cheap money; (b) 
mmntenancc of gilt-edged puces; and (c) facilitating the success of 
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reception, the total amount subscribed upto 
November 30, 1940 being over Rs. 30 crores, of 
^which Rs. 17 crores were subscribed in cash and Rs. 
13 crores in conversions. The total subscription 
to the lo-year Savings Certificates totalled more 
than Rs. crores on the same date. The most 
recent development is the introduction of the 
Defence Savings Stamps of Re. i, eight annas and 
four annas and of cards to which stamps are to be 
affixed to facilitate the collection of small 
subscriptions. 

Price Movements. All the developments 
referred to above viz: increase of currency and credit, 
fresh taxation and Government borrowing, have 
tended to have inflationary effects but on account 
of a corresponding increase of commercial and indus- 
*^trial activity, prices have not risen much. More- 
over, as in the last War, the Government have not 
left prices to be determined by the buyers and 
sellers themselves. We shall first trace the course 
of prices in India during the present War and then 
explain the measures adopted by the Government 
for controlling them. 

The first four months of the War witnessed 
great activity in almost all the branches of national 
economy. The demand for raw materials was 
unprecedented and the prices shot up as the follow- 
ing figures will show : — 

Calcutta Bombay Karachi 
August 1939 100 103 104 

December 1939 137^ 135 121 

Various reasons were attributed to this sudden 

1 The rise was very un-even as the following figures will show : — 

137— General index of primary commodities. 

142— Index of manufactured articles. 

12d— „ „ food and tobacco. 

184— „ „ other agricultural products. 

130— „ „ raw materials. 
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rise of prices. Some held that the rise in the prices 
of essential commodities like jute and cotton, and 
perhaps silver, was the direct cause of the rise in - 
the prices of all agricultural products, while others 
maintained that a rise in the prices of agricultnial 
products like wheat and cereals, caused by un- 
seasonable rainfall, helped to bring about a rise in 
the prices of other commodities. The more reason- 
able explanation, however, seems to be that the war 
created an abnormal demand for many commodities 
which was stimulated by their prospective shortage. 
A vicious circle set in, in the form of rising prices 
and increased hoarding of consumers’ stocks, and 
the sellers exploited the situation to their 
advantage. In other words, the rise of prices in 
many cases was due to speculation and profiteering, 
except perhaps in the case of imported articles the- 
higher prices of which could be accounted for, to 
some extent, by higher freight and insurance 
charges. 


The rising prices stimulated production. Ex- 
ports increased and there were signs of plenty and 
prosperity among the masses. But in January 1940 
there was a pause. Prices ceased to advance and 
infact certain commodities registered mild decline 
e.g. jute, cotton and linseed. In February there 
was a sharp set-back to which the Extra Profits 
Tax and the bogey of price control contributed. 
But it was anticipated that recovery was only a 
question of time and that it was bound to come. 
But in March and April prices fell still further 
owing to export restrictions.^ In September the 
prices looked up again for the first time. The im- 
provement did not extend to all commodities and^ 


1 For a war period commodity markets were at low levels. Jute 
lOQo -x!’ a bale compared with Rs. 125 per bale as in December, 
193^ cotton to Rs. 263 per candy from Rs. 333 per candy, linseed 
™aund from Rs 10 per maund. The general inde.v 
number fell from 130 m Januarj" 1940 to 121 in April, 1940 
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in fact in certain cases the prices still showed a 
downward tendency but the all-commodities index 
-‘number increased to 121 in October 1940. In the 
case of precious metals, on the contrar3% the prices 
showed a persistent rise. Gold touched a new high 
rate at Rs. 47-15-0 per tola and there was such a 
great demand for sovereigns that their prices were 
even quoted at 5 per cent more than their bullion 
value. 

Price Control. The Government received main’ 
reports to the effect that prices of many common 
necessities of life had gone up considerably. The 
rise was particular!}' sharp in the case of imported 
articles like chemicals, patent medicines, tinned 
provisions, toilet requisites, etc., while commodities 
.like meat, grain and sugar which are produced 
locally also recorded substantial increases. There 
was nothing to justifj' the rise of prices in main’ 
cases. Stocks of commodities were normal, exjiort 
was not permitted except under licence and 
internal transport conditions were satisfactor}'. 
The Defence of India Ordinance, 1939 and the 
Defence of India Rules drawn up thereunder had 
empowered the Central Government to make pro- 
vision “for controlling the prices at which articles 
or things of ain* description what-so-ever may be 
sold." The Government were also authorised to 
delegate these powers to the Provincial Govern- 
inents if desired. The Provincial Governments 
were, accordingly, authorised (under Notification 
dated Sth September 1939) to fix limits to the 
extent of the rise of prices at each stage of the 
productive and distributive proccs‘;, in the case of 
necessities and in particular of medical supyilies, 
foodstuffs, salt, kero.'^ene oil and the cheaper qua- 
lities of cotton cloth. The minimum jirice in each 
case was not to be less than ton per cent above 
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the prices ruling on September i, 1939.’ All the 
Provincial Governments took immediate action foi 
controlling prices. The major lines of action ar^ 
similar in all cases although minor details of pro- 
cedure and administration have varied as between 
individual provinces. 


Almost all Provinces appointed Controllers of 
Prices at Headquarters and empowered Deputy 
Commissioners and Collectors in charge of Districts 
to act as local controllers in respect of the areas 
within their jurisdiction. Both the Provincial and 
the District Controllers w^ere to be asssisted by 
Advisory Boards of Price Control Committees whose 
composition varied according to whether it was a 
Provincial or a District bod3^ For the Provincial 
Committees, persons representing the interests oi-^ 
the agriculturists and industrial workers were also 
included. The function of these Committees was 
to advise the Controllers on price control, to keep 
Government in touch with the trend of trade and 
the difficulties experienced b}^ traders and manufac- 
turers and generally to keep Government in touch 
with the situation as it developed locally. Both 
prior to and after the appointment of these Com- 
mittees, comprehensive press notes w^ere issued 
noting the commodities the prices of which were 
to be controlled and wmrning dealers that any body 
charging higher prices would be prosecuted. Hoar- 
ding or refusing to sell was also to be punished. 
Purchasers were adrdsed to demand bills for all 
articles bought and in cases where it was felt that 


^ general principles underlying this policy were contained 
m a Memorandum prepared by Dr. Gregory, our Economic Advisor. 
AO increase of price av as to be permitted unless it was justified by in -A 
creased cost. In other words, increase of pi ice caused bj’' intensification 
or demand or shortage of supply or communication was to be prohibited 
except \n the case of agricultural staples of our export trade whose piice 
fwf In the case of war materials, the position of 

__ as by far the most important customer, will lead to a 

process of bargaining which obviated the need for control. 
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excessive prices were being charged, to report the 
same to the police. 

The Government of India also convened two 
Conferences of the representatives of all Provincial 
Governments and Aministrations in India to discuss 
questions connected with price control. At the 
first of these Conferences held in Delhi in October 
1939, the view was largely held that, so far as agri- 
cultural produce was concerned, it was undesirable 
to check the rise in prices, at aii}^ rate at that time. 
At the second Conference, which was held in 
January, 1940, one of the conclusions reached was 
that in all places where effective control had been 
estabhshed there had been a tendency for supplies 
to dr}^ up or to go underground and for normal 
business to be dislocated and it was decided that it 
^'ould be unfair when the agriculturist was making 
some little profit to put the screw on him and 
fix an upper limit for the prices of commodities. 
This Conference also agreed to the desirability of 
the Central Government taking in hand the work 
of coordinating price control policy of the Provinces. 
It was decided that at the stage of production and 
vdth reference to the wholesale markets of some of 
the principal commodities, the Government of India 
should be the proper authorit}’' for limiting, should 
occasion arise, the price of such commodities and 
that at the retail stage the Provincial and State units 
should have complete freedom to fix maximum 
prices, such maxima being fixed on the basis of 
the wholesale prices fixed by the Government of 
India. 

It was realised at an earty stage that world 
-^prices of foodstuffs would rise rapidty and that this 
would have its repercussions ever3’’where. Never- 
the-less, the Government of India were determined 
not to interfere with the prices of agricultural 
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produce because it was felt that such interference 
would deprive the cultivator of a golden opportu- 
nity to recover from the effects of the economh 
depression. It was also argued that the prices 
ruling before December 1939 were not really fair 
prices. The case of manufactured articles, how-, 
ever, was slightly different. Imported articles of 
general consumption are few viz; cotton goods, 
kerosene and medicines, and their prices could be 
easily regulated. Hence the attempts of the Govern- 
ment have been largely concentrated on imported 
articles of general use. 

This policy has, however, not proved very 
effective and people have had to pay more for 
almost every article which is consumed now, 
although it must be admitted that the rise in , 
many cases is small and is nothing as compared 
to the rise of prices experienced during the last 
War. 


Conclusion. From the foregoing survey it will 
be seen that the Indian monetary system has stood 
the strain of the war remarkably well. After the 
inevitable dislocation in the first few weeks of the 
War, the system has quickly adjusted itself to the 
changed conditions and has withstood the worst 
shocks of the War. The transition from a peace 
economy to a war economy was effected in a much 
shorter time and with considerably less dislocation 
than during the last War. Every day the War is 
coming nearer to India and the rate of defence 
expenditure is increasing rapidly. The strain it will 
put on the Indian financial system will indeed be- 
severe, but the history of the last twenty months 
proves beyond doubt that it will emerge with its 
strength unimpaired. 
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SUmiARY 

The War had profound effects on the currency and prices in 
^udia. In the beginning there was panic leading people to with- 
draw their deposits from banks and to present their notes for 
encashment but confidence was soon restored. But the hoarders 
of rupee coins presented serious difficulties especiall}^ at a 
time w^hen the demand for currency had so enormous^ in- 
creased and the Government were forced to ration the issue of 
rupee coins. 

In order to meet the increasing demand for money, the 
Government put into circulation one- rupee notes and new 
4-anna, 8-anna and one-rupee coins — the coins containing a 
larger percentage of baser metals than before. The old Queen 
Victoria rupees were withdrawn and the silver thus obtained 
was used for manufacturing new coins. By these means the 
Government were able to expand currency to the extent of 
about Rs. 150 crores between September 1939 and May 

W. 

On account of the peculiar conditions created by the War, 
the balance of trade became favourable. Some import and 
export restrictions also became necessary — the former to pre- 
vent the import of luxury goods and the latter to conserve 
the supplies of all essential commodities for the Allied 
countries. 

The Government also thought it necessary to control all 
dealings in exchange. As U. S. A. was the largest creditor 
country, the Reserve Bank adopted several measures to ensure 
a regular remittance of money to that country and private 
remittance was entirely prohibited. 

As a result of a very favourable balance of trade a large 
sterling balance accumulated in the hands of the Reserve Bank. 
The opportunity was utilised for paying back a large part of our 
national debt and for converting sterling loans into rupee 
loans. The War also necessitated additional taxation and fresh 
loans. 

The effects of all the measures described above w^ould have 
been to raise prices. In fact during the first four months of the 
War the prices did rise by about 37 per cent, but by enforcing a 
reasonable and well-thought-out policy of price-control the 
Government have prevented the prices of most commodities 
from rising 10 to 20 per cent above the levels ruling before 
September. 1939. 
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QUESTIONS 

1. How has the currency system of India been affected by tht 
present War. What steps have been taken to cope with the difficultie^r 
experienced in the management of currency and exchange since Septem 
her 1939 ? 

[Agia. B. Com. 1941] 

2. Trace the course of prices in India since September 1939 and 
explain the steps taken by the Government for controlling prices. 

3 Write notes on 

(f) Exchange Control*— (See Chapter VTII, pages 114-117) 

(^^) Repatriation of Sterling. 



CHAPTER XIV 


HISTORY OF THE INDIAN PAPER CURRENCY SYSTEM 

Before 1861. The paper notes are said to have 
existed in China in 800 A. D. and to have been 
adopted for use in Europe in the 17th century 
when the State Bank of Sweden issued them, for 
the first time, in 1656. They were practically 
unknown in India until the beginning of the 
nineteenth century when the foundation of the 
first Presidency Bank— the Bank of Bengal — was 
laid in 1806 to be followed by the Bank of Bombay 
in 1840 and the Bank of Madras in 1843.^ Although 

,.these banks were purely private institutions, the 
Government liberally subscribed to their shares 
in lieu whereof they were allowed sufficient 
representation on their management. All the 
three of them enjoyed the privilege of note-issue, 
but the maximum amount to which each could 
issue notes was fixed^ (the limit in the case of the 
Bank of Bengal being Rs. 2 crores) and they had 
to keep 33I per cent specie in reserve which was 
subsequently reduced to 25 per cent. These notes 
were not legal tender in any part of the country 
and quite frequently the Government refused to 
accept them. Their popularity was restricted to the 
presidency towns of Calcutta, Bombay and Madras, 
and the total amount of notes in circulation 

1 Between 1770 and 1861 there were about 35 banks, 10 of 
which, including the three Presidency Banks, were allowed to issue 
notes. The issue of some are said to have been very satisfactory. 
B. B. Das Gupta — Paper Currency in India— pp. 5*6, 

' 2 This did not hamper the growth of note circulation as some 

people have imagined because whereas the Presidency Banks ^ were 
allowed together to issue notes upto Bs. 5 crores they had seldom issued 
more than Ks, 2 crores. The non-P residency Banks were even fiee fiom 
these restrictions. 
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was very small compared to the size and population 
of the country. The denominations of the notes ‘ 
issued varied from bank to bank and “even tha 
definition of a bank note was not universally 
agreed upon.”^ 

1861-1914. After great hesitation, the Govern- 
ment of India decided to establish their own 
monopoly of note-issue in i86i.^ Act No. XIX of 
that year deprived the Presidency Banks of the right 
of issuing notes and created a Paper Currency 
Department through which the Government were 
to issue notes of various denominations in the 
form of promissory^ notes payable on demand. 
The country was divided into three circles of issue 
viz., Calcutta, Madras and Bombay and notes 
issued from any^ of these circles were not legally 
encashable outside their respective areas. Tater,^ 
as paper currency increased in circulation, more 
circles were created. The new system was modelled 
on the Fixed Fiduciary or the Currency Principle.^ 
Notes upto the value of Rs. 4 crores were to be 
backed by securities and the whole amount above it 
had to be secured against an equivalent amount of 
silver coin and bullion in the reserves. This 
arrangement secured complete freedom from over- 
issue but only at the expe7ise of elasticity which was 
particularly desirable on account of the increased 
demand for currency in the busy season and the 
comparative absence of banking facilities. “Govern- 
ment gained nothing by the issue of notes as the 
currency officer had to keep in reserve an equivalent 
amount in coin or bullion; and so notes were no 7 nore 
econo7nical than rupees.”^ The rigidity, that is, 

1 Dass Gupta — Paper Currency in India — p. 8. --i 

2 This may have been due partly to the desire of the Government 
to improve the state of paper currency and partly to a more selfish 
motive of making profit on note-issue. 

3 See pp. 25-26. 

4 Chablani Indian Currency, Banking and Exchange — p. 21. 
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inability to expand and contract, was somewhat 
relaxed partly by the closing of the mints in 1893 
_^when, the rupee having become a token coin, less 
silver was required to be kept in reserves than 
previously,^ and partly by raising the limit of the 
fiduciaiy’- portion from Rs. 4 crores in 1861 to Rs. 14 
crores in 1913. In 1898 a portion of the Paper 
Currenc}’’ Reserve, which was originally intended 
to ensure the encashment of notes, was transferred 
to England (and kept in gold) for the purchase of 
silver required for minting rupees. Thus it became 
a part of the complicated mechanism of the gold 
exchange standard- and w^as freely drawn upon for 
the purpose of maintaining the external value of 
the rupee (through the sale of Council and Reverse 
Council Bills). In addition to strengthening the gold 
. (or Eondon) portion of the Reserve, the Government 
^ endeavoured to universalise notes of smaller 
denominations with a view to increasing their 
popularity. 

The Chamberlain Commission. The Chamberlain 
Commission (1913) desired to introduce a further 
measure of elasticity in the organisation of paper 
currency. Therefore they recommended that the 
fiduciar}^ portion of the reserve should be increased 
from Rs. 14 crores to Rs. 20 crores and should 
thereafter be fixed at a maximum of the amount of 
notes held by the Government in the Reserve 
Treasuries plus one-third of the net circulation^ 
The Government should also take power to 
make temporary investment or loans from the 
fiduciary portion within this maximum in India 
and in Rondon as an alternative to investment in 

”t 1 A ten-rupee note, for example, could be issued by keeping in 
reserve silver ■worth Es. 6 only, 

2 See Chapter X, 

3 Meaning gross circulation minus notes held in Eeserve 
Treasuries, 
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permanent securities. In India the loans should 
be made to the Presidency Banks and in London 
the Secretary of State should have the power tc^ 
lend out sums received in payment of Council 
Drafts sold against the currency reserve in the 
busy season, provided that the total cash portion 
of the Paper Currency Reserve does not fall below 
two-thirds of the net circulation. They also re- 
commended that the use of notes should be 
encouraged by all legitimate means. The number 
of places at which notes were encashable as of right 
as well as the extra facilities for encashment should 
be increased and the Rs. 500 notes should be 
universalised. 

The Commission expected many advantages 
from these recommendations. In the first instance, 
it would be possible for the Government to lend < 
temporarily from the Paper Currency Reserve, 
especially during the busy season when a permanent 
investment would be unwise. The Government 
would earn considerable interest on sums which 
would otherwise remain idle while the money 
market would, by this temporary expansion of 
currency in the busy season, obtain some relief 
from the seasonal currency. Secondly, the Govern- 
ment would be able, as the note circulation 
increases, to add to the permanent or temporary 
investments of the Reserve without special legisla- 
tion. Thirdly, the power to make temporary 
investments in London on account of the Paper 
Currency Reserve would be a convenience to the 
Secretary of State in permitting him to sell 
council drafts against the Paper Currency Reserve 
in anticipation of silver purchases or of any other^ 
cause without the loss of interest and othefr 
disadvantages which might sometimes come about 
if he was compelled, without discretionary power, 
to use the entire proceeds of such sales in 



HISTORY OF THE INDIAN PAPER CURRENCY SYSTEM 217 

earmarking gold. Fourthly, the note-issue will 
not only be more elastic, it would also be more 
_^'popular. 

This Report, however, was still-born. Its 
recommendations were yet under the consideration 
of the Government when the War broke out and 
further consideration was postponed until the 
return of normal conditions. 

1914-19. The War Period. During the first 
year of the War the paper currency system was 
•subjected to a heavy strain. Notes were presented 
in large amounts for being converted into gold 
which at first the Government allowed but after 
losing about £ 1,800,000 between the ist and 
V 4th of August 1914 the Government refused to 
^issue an}'’ more gold to the public Confidence, 
however, was quickly restored. From 1915 onwards, 
the demand for Indian currenc}' (especially paper 
currency) increased considerabl}'.^ Owing to the 
scarcity of precious metals, there was no alternative 
hut to issue notes against securities. The fiduciary 
portion, therefore, was increased from Rs. 20 crores 
to Rs. 120 crores on the strength of which, in 
addition to the notes of existing denominations, 
new notes of Rs. 2 -h and Re. i were put into 
circulation. The public, at first, hesitated to 
accept the new notes which in the beginning 
circulated at a discount" but so great was the 
demand for currency that they also got absorbed 
into circulation. The demand for additional currency 

1 Owing to a highly favourable balance of trade and scarcity 
of metallic currency. Also sec Chapter XL 
^ 2 “Discount as high as 15 percent and 19 percent has been 

reported; but the discount rapidly diminished when it was seen that 
the notes were freely accepted in payment of Government dues 
and when small coins were made available in large quantities.” Gupta-— 
Paper Currency in India — p. 109. Also read the Report of ine 
Comviissioyi on Indian Exchange and Currency (1919), pam 29. 
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was met by the purchase of 200 million ounces 
of silver from America. 

It has been pointed out that the number of^ 
securities in the reserves had to be increased to 
finance the growing trade of India. Owing ’ to the 
increase in the rate of interest, the mar&t value 
of these securities declined enormously. “With a 
view to replacing them gradually by more suitable 
securities, it was decided to create a I^per Currency 
Reserve Depreciation Fund out o^ the interest 
received on paper currency investments.”^ 

Babington Smith Committee (1919). On the 

termination of War, the Indian currency system 
was carefully examined by the Babington Smith 
Committee in 1919. The Committee were anxious 
to see that the note-issue was fairly elastic and,- 
at the same time, backed by sufficient amount 
of metal in the reserve. Consequently, they 
recommended : — 

(1) That the legal minimum for the metallic 
portion of the reserve should be 40 per 
cent of the gross circulation and that the 
gold in the Paper Currency Reserve 
should be re-valued at 2s. to a rupee 
(instead of is. 4d as before the War) ; 

(2) that the limit of the fiduciary portion 
should, for some time, continue to be 
Rs. 120 crores of which not more than 
Rs. 20 crores be securities of the Govern- 
ment of India ; 

(3) that provision should be made for the 
issue of additional currency in the busy-4^ 
season upto Rs. 5 crores, over and above 

pp. 27.28 Currencij, Banking and Exchange- 
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the normal fiduciary issue, as loans to 
the Presidency Banks on the security of 
export bills of exchange ; 

(4) that silver and gold in the Paper Currency 
Reserve should be held in India except 
for purchasing silver in London ; and 

(5) that, as soon as circumstances permit, free 
facilities for the encashment of notes 
should be given and the restrictions 
imposed during the War should be with- 
drawn. ^ The Government should have 
the option of redeeming their notes in full 
legal tender gold or silver coin. 

Acts of 1920 and 1923. It will be noticed 
that the Smith Committee made very bold sugges- 
>tions for increasing the elasticity of paper currenc3^ 
Forty per cent limit of the metallic portion was 
much too low considering that the masses were 
illiterate and more accustomed to metallic coins than 
paper money. The number of securities allowed to 
be put in reserves w^as abnormally high and, on top 
of this, there seemed to be hardly any justification 
for issm'ng additional currenc}^ in the busy season. 
The Government realised the force of these argu- 
ments and modified the recommendations of the 
Committee which were embodied in the Papar 
Currency Act of 1920 and the Consolidating Act 
(No. VI) of 1923. The provisions of the latter Act 
fall under two classes — permanent and transitory.^ 

{a) Permanent Provisions. 

(i) The metallic reserve was to be at least 
50 per cent of the total reserve. The 
, reasons for accepting a higher percentage 


1 Prof. Jevons, in his Money , Exchange and Banldng 777 India 
(1927) had hoped that the permanent provisions could^ be realised in 
five or six yeaisMime. Later events, however, belied his expectations. 
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than that suggested by the Smith 
Committee, which was only 40 percent, 
were the necessity^ of encashing the notes- 
qwes.tioti in a eoiintry hke 
and the necessity of holding sufficient, 
coins in the reserve to finance the 
movement of crops during the busy season 
when notes are generally presented for 
encashment on a very large scale. 

(2) With the exception of Rs. 20 crores worth 
of securities held in India, the remainder 
were to be held in England and should be 
short-term securities not exceeding a 
period of twelve months as suggested by 
the Smith Committee. 

(3) The Controller of Currency’- was authorised 
to issue notes up to an amount of 5 crores<j 
of rupees against discounted bills of 
exchange maturing within go days of 
their issue. This extra issue should take 
the form of loans to the Imperial Bank 
which should pay'- 8 per cent interest to 
the Government and deposit accepted 
bills of exchange with the latter. 

(4) The Secretary of State was not to hold 
more than five million pounds in gold 
bullion in Eondon. 

(b) Transitory Provisions. 

Owing to the difficulty caused by the necessity 
of re-valuing the gold and sterling securities of the 
reserve on the basis of Rs. 10 to the sovereign, 
instead of Rs. 15, certain transitory provisions 
became necessary pending the final attainment ofj) 
the permanent provisions. With the re-valuation 
on the lo-rupee basis the metallic, portion, of the 
reserve would have been less than fifty per cent. 
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It was, therefore, provided that the invested 
portion might, for the time being, be fixed at 
Jls. 85 crores and that the Government of India be 
'authorised to create rupee securities of their own 
hand {‘ad hoc’ or ‘created’ securities) and to issue 
them to the Paper Currency Reserve. 

It will be seen that the only change of 
importance was in the minimum percentage of 
the metallic portion of the reserve which was 
fixed at 50 per cent instead of 40 per cent as 
recommended bj’^ the Smith Committee.^ 

1923 - 1926 . On the establishment of the 
Imperial Bank in 1921, the power of issuing 
seasonal currenc}’- against inland bills of exchange 
was entrusted to it and the limit was raised from 
yRs. 5 crores to Rs. 12 crores in 1923-24.” In 1925, 
the permissible size of securit}’- holding, viz., 
Rs. 85 crores, was felt to be too small and was 
increased to Rs. 100 crores provided that the value 
of created securities did not exceed Rs. 50 crores.^ 
Two-and-a-half rupee and one rupee notes which 
were issued during the War period were cancelled 
in January, 1926. 

The Hilton Young Commission (1926). The 

system again came under the searching examination 
of the Hilton Young Commission in 1926. The 
Commission recommended that the sole right of 
note issue should be transferred to the Reserve 
Bank and the Government notes should cease to 

1 But as the power to issue Es. '5 crores of notes against com- 
mercial bills of exchange was authorised, the real limit w^as virtually 
reduced to 47i per cent. 

2 Owing to continued monetar}^ stringency. 

3 Note that, since 1918, “a large portion of the Indian invested 
reserve has consisted of “created” securities, that is to say, treasury bills 
issued by Government to itself. Currency notes were issued by Govern- 
ment against its own I O.U’s. and watering down of the currency meant 
a floating public debt without obligation to pay interest thereon,” 
Kale—ZwrfmTz Econoi7iics—]}. 530. 
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be legal tender except at Government Treasuries. 
The notes of the Bank were to be full legal tender 
and were to be guaranteed by the Government.^ 
The legal obhgation to convert paper currency into ' 
silver coin was to be withdrawn although facilities 
were to be given for the free inter-changeability of 
different forms of legal tender currency and for 
their ultimate conversion into gold, hars^ of not 
less than 400 ounces at specified rates. The Paper 
Currency and Gold Standard reserves were to 
be amalgamated and the proportions and combina- 
tion of the combined Reserve were to be fixed by 
statute. The new system was to be based on the 
Proportional Reserve Principle and the proportion 
of silver in the reserve was to be substantially^ 
reduced during the next ten years. 

Act of 1927 . Most of these recommendations'^ 
were incorporated in Act No. IV of 1927 according 
to which the gold value of the rupee was fixed at 
8'475 grains per rupee (instead of 11.00316 grains 
as previously). The Government undertook to 
buy gold in bars of not less than 40 tolas at 
Rs. 21-3-10 per tola and to sell gold or sterling, at 
the option of the Government, at the same price after 
allowing for the cost of transportation from Bombay 
to lyondon, in amounts of not less than 1,065 tol^s. 
The Bill authorising the creation of the Reserve 
Bank was rejected by the legislative Assembly in 
1927. 

1927 - 31 . The Act of 1927 committed the 
Government to the Gold Bullion Standard 07 ily so 
long as the sterling was linked to gold. But in 
September, 1931, when Kn gland abandoned the 
gold, standard^ the paper currency came virtually to^ 
be linked to sterling. 

1 See Chapter XII. 

2 From Rs. 85 crores to Rs. 25 crores, 

3 See Chapter XII, pp. 173-176. 
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The Reserve Bank Note Issue. With the pass- 
ing of the Reserve Bank of India Act of 1934, the 
sole right of note issue has also passed into the 
'iiands of the Reserve Bank, although provision has 
been - made for the use of Government of India 
currency; notes during the initial periods 

' Issue Department. The issue of bank notes shall 
be conducted by the Bank in an Issue Department 
which shall be separated and kept wholty distinct 
from the Banking Department. 

Denominations of Notes. Bank notes shall be 
of the denominational value of five rupees, ten 
rupees, fift}^ rupees, one hundred rupees, five hund- 
red rupees, one thousand rupees and ten thousand 
rupees. 

^ Legal Tender Character of Notes. Every bank 
note shall be legal tender at any place in British 
India and shall be guaranteed by the Governor- 
General-in-Council. 

Bank Exempt from Stamp Ditty on Bank 
Notes. The Bank shall not be liable to the 
pa5^ment of any stamp duty under the Indian 
Stamp Act, 1899, in respect of bank notes issued 
by it. 

Assets of the Issue Department. The assets of 
the Issue Department shall consist of gold coin, 
gold bullion, sterling securities, rupee coin and 
rupee securities to such aggregate amount as is 
not less than the total of the liabilities of the 
Issue Department. Of the total amount of the 
-^ssets, not less than two-fifths shall consist of 

1 Under the India and Burma (Burma Monetaiy Arrangements) 
Order, 1937, the Reserve Bank has also the exclusive right of note issue 
in Burma. 
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gold coin, gold bullion or sterling securities' . 
provided that the amount of gold coin and gold 
bullion shall not, at any time, be less than forty 
crores of rupees in value. The remainder of the^ 
assets shall be held in rupee coin, Government 
of India rupee securities and such bills of exchange 
and promissory notes payable in British India 
which are ehgible for purchase by the Bank, 
provided again that the amount held in Government 
of India rupee securities shall not, at any time, 
exceed one-fourth of the total amount of the 
assets or fifty crores of rupees, whichever amount 
is greater or, with the previous sanction of the 
Governor- General in Council, such amounts plus 
a sum of ten crores of rupees.^ Gold- coins and 
gold bullion in the reserve shall be valued at 
8'475 i 6 grains of fine gold per rupee, rupee coin 
shall be valued at its face value and securities^ 
shall be valued at the current market rate. Of the 
gold coin and gold bullion held as asset, not less 
than seventeen-twentieths shall be held in British 
India and all gold coin and gold bullion held as 
assets shall be held in the custody of the 
Bank or its agencies. In exceptional circumstances, 
the Bank may, with the previous sanction of the 
Governor-General-in-Council, for periods not 
exceeding thirty days in the first instance, which 
may, with the like sanction be extended from 


1 The sterling securities Avhich may be held as part of the^ assets 
shall be securities of any of the follo^Ying kinds paj^able in the 
currency of the United Kingdom, namely:— 


(a) Balances at the credit of the Issue Department ^Yith 
the Bank of England; 

(fe) Bills of exchange bearing two or more good signatures 
and drawn on and payable at any place in the United 
Kingdom and having a maturity not exceeding ninety 
days; . 

(c) Government securities of the United Kingdom maturing 
within five years. 


2 Note that this clause has been repealed by an Ordinance dated 
oth February, 1941 and that there is now no limit to the holding of 
rupee securities by the Reserve Bank. Also see p. 230, 
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time to time by periods not exceeding fifteen days, 
hold as assets gold coin, gold bullion or sterling 
(Securities of less aggregate amount provided that 
‘ the gold coin and gold bullion shall not, at any 
time, be reduced to less than two-fifths of the total 
assets. During such period the Bank shall pay 
to the Govemor-General-in-Council a tax, upon 
the amount b3’- which such holding is reduced, at 
the current bank rate with an addition of one 
per cent per annum when such holding exceeds 
thirty two and a half per cent of the total amount 
of the assets. 

Liabilities of the Issue Department. The liabilities 
of the Issue Department shall be an amount 
equal to the total of the amount of currency 
notes of the Government of India and the bank 
notes for the time being in circulation. 

Reserve Bank of India notes were first issued to 
the public in India in January 1938 when supplies 
of five rupee notes became available. Ten rupee 
notes were issued in the following month while 
Rs. 100 and Rs. 1,000 notes were issued in May 
1938. The Bank does not propose to issue Rs. 50 
or Rs. 500 notes but Government of India notes 
of these and all other denominations continue to 
be full legal tender.^ 

The Paper Currency Reserve — Its Location 
and Composition. It has been seen that the Paper 
Currency Reseiu^’e was instituted in 1861 to ensure 
the encashment of notes in rupees. It was, there- 
fore, for several years, kept in silver and in 
India. But in 1898 this policy was, for the first 
time, departed from and a portion of the Reserve 
was located in London to be used for the purchase 
yof silver required for rupee coinage and also for the 
support of exchange. In 1898 an Act was passed 

1 Eeserve Bank of India — Report on Cnrreney and Finance foi the 
year 1937-38. 
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enabling notes to be issued against gold held by 
the Secretary of State in I^ondon. Thereafter, 
whenever the Secretary of State sold Council Bills’ 
in excess of his own requirements (in respect of 
Home Charges) they were paid out of the Reserve 
in India and the Secretary of State transferred an 
equivalent amount of gold to the account of the 
Reserve in Rondon. Thus the Secretary of State 
used to either (i) hold gold in England as part of 
the Reserve against the note-issue in India, or (2) 
transmit the gold to this country to serve the same 
purpose here, or (3) expend it on the purchase of 
silver also to form part of the Reserve. It is, there- 
fore, evident that the Reserve, up to April 1935, 
used to perform a variety of functions. Apart from 
being used for the conversion of notes, it was re- 
garded as the “first line of defence” in a time of 
exchange crisis. No wonder, therefore, that its 
composition and location have depended, from time 
to time, upon the exigencies of the international 
trade as the following tables will show. 

COMPOSITION OF THE PAPER CURRENCY RESERVE 


In Crores of Eupees. 


Gross 

Year 

Circula- 

tion. 


GOLD 


In 

India. 


SILVER 


SE( 

DURITI] 

ES 


British 


Indian. 

Trea- 

sury 

Bills. 

Others. 

100 


40 

100 


4-0 

100 

6-0 

4-0 

lO-O 

84-4 

4-3 

10-0 

48T 

3-3 

16-9 

81 -2 

1-2 

]9'5 

67-2 

... 

66-0 

8-3 

... 

67 0 

5-8 

... 

57-4 

5 '8 

... 


14-0 

... 

65-i 

20-0 
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(B) 


In Crores of Rupees. 


1926 

1927 

1928 

1929 

1930 

1931 

1932 

1933 

1934 

1935 


Gross 

SILVER 1 

Gold 
Coin and 

Sterling 

Rupee 

Inter- 

nal 

Note 

Circula- 

tion. 

Coin, 

Bullion, 

Bullion 

in 

India, 

Securi- 
ties in 
England, 

Secuii- 
ties in 
India. 

Bills 

of 

Ex- 

change 

193-3 

77.0 

7*6 

22*3 

29*0 

57-1 


184-1 

95-9 

8*5 

22*3 

5*5 

49*7 

20 

184-8 

98-7 

76 

29 7 

3*7 

37 9 

70 

1880 

94-9 

4*9 

32*2 

10*6 

43*2 

20 

177-2 

1081 

2*8 

32 2 1 

15*0 

33 8 

... 

160-S 

117‘S 

69 

25 8 1 


10 2 


178-1 

I9r9 

9 2 

5*3 


57 9 , 

37 

176-9 

96*3 

15*2 

25*9 


39*1 


177-2 

86*5 

11*5 

41*5 

i 

8*2 

29 4 


18G-I 

79*2 

13*1 

1 41*5 

1 

18 2 

35 9 



The Act of igii fixed the limit of fiduciary- 
issues at Rs. 14 crores of which not more than 4 
crores may be in sterling securities invested in 
lyondon. By the Act of igig this limit was raised 
to Rs. 120 crores. In the beginning, the gold of the 
Paper Currency Reserve in London used to be kept 
earmarked with the Bank of England' to safeguard 
the note-issue of the Government of India and 
was not available to the London money market but 
the law was soon amended and the Secretary of 
State was not only empowered to handle the gold of 
the Paper Currency Reserve without restraint 
but also to convert most of this gold in sterling 
-f securities. 


Since the balance of trade was generally 
favourable to India large funds were kept locked 
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Up in England to the detriment of the trade and 
commerce of this country. The public objected to 
the employment of the Reserve for purposes others 
than those for which it had been created and to ' 
the purchase of silver in Eondon. India has a 
large bulhon market and it is capable of great 
expansion. If the Government purchase silver 
in this country, the bullion dealers will be greatly 
benefited without causing any loss or inconvenience 
to the Government. Moreover, it was unfair to lock 
up these reserves in England or to use them for the 
benefit of Eondon money market, especially at a 
time when the Indian market was literally starving 
for currency. It is of particular importance, there- 
fore, to remember that, with the establishment of 
the Reserve Bank in April, 1935, the Gold Standard 
Reserve and the Paper Currency Reserve have been 
amalgamated and the entire stocks of gold have 
been transferred to the Bank. The position of the 
combined reserve as revealed in the balance sheet 
of the Issue Department is as follows : — 

reserve bank of INDIA 
ISSUE department 

An account pursuant to the Reserve Bank of 
India Act 1934, for the week ending on the 5th 
day of April, 1935. 


Ijiahilities Rs. 

Notes held in the Bank- 
ing Department ... 19,05,29,000 

Notes in circulation... 1, 66, 99,97,000 
Total Notes issued ...1,86,05,26,000 


Total Liabilities ...1,86,05,26,000 


Rs. 

A. Gold Coin and Bullion— 

(a) Held in India 41,55,19,000 
(i) Held outside 

India ... 2,86,98,000 

Sterling Securities ... 48,62,95,000 

Total of A ... 93,05,12,000 


B. Rupee Coin ... 49,94,95,000 
Government of India 
Rupee Securities ... 43,05,19,000 
Internal Bills of 
Exchange and other 
commercial papers 

Total Assets ,..1,86,05,26,000 
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The liabilites show very little change amount- 
ing to Rs. 186-5 crores as against Rs. i86-io crores 
the Currency Department of Government on 
the last day of 1934-35. On the assets side gold 
coin and bullion is shown at Rs. 44-42 crores 
valued at the statutory parity, made up of the 
gold holdings of the Government of India of the 
value of Rs. 41-45 crores in the Paper Currency 
Reserve and Rs. 2-87 crores in the Gold Standard 
Reserve. Sterhng and rupee securities increased 
respectively from Rs. 18-28 crores to Rs. 48-63 
crores and from Rs. 35-go crores to Rs. 43-05 
crores. Rupee coin declined from Rs. 77-25 crores 
to Rs. 49-95 crores, silver coin and bullion in 
excess of Rs. 50 crores being no longer held as 
part of the assets. The gold coin and bulHon 
^>.combined with the sterling securities stood at 
Rs- 93'5 crores and together amounted to 50-01 
per cent of the total liabilities. The following 
table will give an idea of the subsequent liabilities 
and assets of the Issue Department of the Reserve 
Bank of India at the end of each financial year. 


(In lakhs of Rupees) 
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Paper Currency since September 3, 1939. We 

have seen in the preceding chapter that since 
the War began the circulation of notes has increased^ 
by more than Rs. io6 crores. ^ 

The balance sheet of the Reserve Bank for 
the week ending March, 28, 1941 also contains some 
interesting facts. The value of the total notes 
issued, which constitutes the sole liability of the 
Bank in its Issue Department, was Rs. 269-23 
crores. Of this amount notes to the value of 
Rs. 1 1 -58 crores were held in the Banking Depart- 
ment of the Bank while notes to the value of 
Rs. 257-65 crores were in circulation. The assets 
against this liability were Rs. 44*41 crores in gold 
coin and bullion, Rs. 102-24 crores in sterling 
securities, Rs. 34-71 crores in rupee coin and the 
balance of Rs. 87-87 crores in Government ,of India-; 
rupee securities. The percentage of rupee secruities 
to total assets was, therefore, 32-6 as against 16-6 
on May, 31, 1940. It will also be worthwhile to re- 
member in this connection that the Reserve Bank 
of India Act allowed only a fourth of the assets 
to be held in rupee securities but the operation 
of the Act was suspended by an Ordinance issued 
on 8th February, 1941.^ 

The assets of the Issue Department, according 
to the Reserve Bank Act, shall consist of gold 
coin, gold bullion, sterling securities, rupee coin 
and rupee securities to such aggregate amount as 
is not less than the total Habilities of the Issue 
Department. Of the total amount of assets not 
less than two-fifths shall consist of gold coin, 
gold bullion or sterling securities provided that 
the amount of gold coin and gold bullion shall 
not at any time be less than Rs. 40 crores inf 
value. 

It will be noticed that the value of the gold 
holdings of the Bank in its Issue Department is 

1 Also see page 224. 
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more than Rs. 4.41 crores above this statutory 
•limit. The gold coin and bullion are valued at 
' 8-47512 grains of fine gold per rupee but at the 
current market prices the value of the gold 
holdings is , more than Rs, 88 crores. 

But a rather distressing feature of the reserves 
is the high percentage of sterling securities for a little 
less than half the total note issue is backed by 
them. “Even in a period of normal political and 
economic h’fe this would have been undesirable, 
and it is many times more so when a major 
war is going on. It is doubtful wisdom for the 
central bank of an}^ country to invest such a 
large part of its paper currency assets in securities 
of a belligerent country. The sterling assets in 
'-the Banking Department of the Reserve Bank 
have no doubt helped the Government in repat- 
riating some sterling loans, but here again it may 
be asked whether the purpose behind this repatria- 
tion move is to make sterling available in England 
for reinvestment in war bonds. In any case, the 
sterling assets of the Reserve Bank seem to have 
exceeded what it would be necessary, desirable 
and prudent to have.”^ 

But all said and done there is, at the moment, 
behind each currency note, its full value in gold, 
easity realisable sterling, silver rupees or obligations 
of the government of India which are realisable 
at a moment’s notice. There are ample stocks of 
silver rupees at currency offices, treasuries and 
branches of the Imperial Bank and currency notes 
can be freely exchanged into rupees. 


1 The War ami the Rupee, an arficle by Prof. B. Datta in the 
Modem Bevicic. 


Note that the percentage has increased since. 
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SUMMARY 

Before 1861 . The notes in India were issued for the 
first time by the Presidency Banks in the nineteenth century. 
The maximum amount up to which each bank could issue notes 
was fixed and they had to keep 33 per cent specie in reserve. The 
notes were legal tender in a limited area and their popularity 
was greatly restricted. 

1861 - 1914 . In 1861 the Government undertook to issue 
notes themselves through the newly created Paper Currency 
Department. Notes of the value of Rs. 4 crores were to be 
backed by securities and the whole amount above it had to 
be covered by an equivalent amount of gold or silver (Fixed 
Fiduciary Principle). This system guaranteed freedom from 
over-issue but only at the cost of elasticity. The rigidity 
was gradually reduced in 1893 when the rupee became a 
token coin and by raising the limit of the fiduciary portion 
from Rs. 4 crores to Rs. 14 crores. In 1898 a part of the 
Paper Currency Reserve was transferred to England for the 
purchase of silver and thus became a part of the gold _ 
exchange system. In order to make paper currency still 
more elastic, the Chamberlain Commission recommended that 
the limit of the fiduciary portion may be increased to Rs. 20 
crores and that temporary loans may be given out of the 
reserve both in India and in England. No action was taken 
on the Report due to War. 

1914 - 1919 . During the first year of the War, notes were 
presented for conversion into gold but later on the demand 
increased so enormously that the fiduciary portion had to be 
increased to Rs. 120 crores and fresh notes of Rs. 2^ and Re. i 
had to be put into circulation with practically no metallic cover. 

Babington Smith Committee. They recommended that 
the legal minimum for the metallic portion should be 40 
per cent of the gross circulation and that the maximum limit 
of the security portion should be Rs. 120 crores. They also 
suggested the issue of additional currency in the busy season 
against export bills of exchange recommending a rather 
low limit of the metallic portion and by allowing too many 
securities in the reserve the Committee made the system 
dangerously ^ elastic. The Government accepted their 
recommendations with the only difference that the amount 
of the metallic portion was fixed at 50 per cent instead of 
40 per cent. On the establishment of the Imperial Bank the 
power of issuing emergency currency was entrusted to it and 
the amount was raised from Rs. 5 crores to Rs. 12 crores. 
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The Hilton Young Commission. They recommended 
that the right of note-issue should be entrusted to the 
Reserve Bank. The new notes were not to be legally 
“invertible into rupees but into gold bars of not less than 
400 ounces at specified rates. The Gold Standard and the 
Paper Currency reserves were to be amalgamated and the 
composition of the combined Reserve fixed by law. Owing to 
the rejection of the Reserve Bank Bill, the Government could 
not give effect to these recommendations. By the Act of 1927, 
the Government undertook to purchase gold from the 
public in amounts of not less than 40 tolas and to sell gold 
to the public in amounts of not less than 1,065 tolas at rates 
calculated on the i8d basis of the rupee but even this 
arrangement fell through in 1931 when England abandoned 
the gold standard and our currency, including paper notes, 
came to be linked to sterling. 

The Reserve Bank Note-issue. With the passing of 
the Reserve Bank Act of 1914, the paper currency system 
^as entered a new phase. The power of issuing notes has 
oeen transferred to the Reserve Bank and is exercised 
through the Issue Department which is quite distinct from the 
Banking Department. Of the assets of the Issue Department, 
not less than fths shall consist of gold or sterling securities, 
provided that the amount of the metallic portion shall not 
at any time, be less than forty crores of rupees, and the rest 
shall be held in rupees. Government of India securities, bills 
of exchange and promissory notes which the Reserve Bank 
is allowed to deal in. Of the metallic portion at least ^ths 
shall be kept in British India. 

The Paper Currency Reserve. It was originally created 
to ensure the encashment of notes but it has gradually 
become a very important part of the machinery of the 
gold exchange standard. It was freely drawn upon for the 
purchase of silver and for selling Council Bills etc. The 
public has always resented this misuse of reserves and feels 
greatly relieved now that the Gold Standard Reserve and 
the Paper Currency Reserve have been amalgamated and 
the combined reserve is maintained in India. 

^ Paper Currency since September, 3, 1939. The War has not 
affected our paper currency system too badly. Additional notes 
of the value of about Rs. loo crores have been issued but they 
have adequate metallic backing. The percentage of rupee and 
sterlmg securities has, however, increased. 
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QUESTIONS 

1. Give a short history of the Indian Paper Currency 

System from 1861 to < 

[Delhi Inter. 1929 and 1934] 

2. What do you mean by "elasticity”? Examine the 

recommendations of the Chamberlain Commission and the 
Babington Smith Committee to remedy the inelasticity of the 
Indian Paper Currency System. [Delhi Inter. 1928] 

3. What is the proper function of the Paper Currency 
Reserve ? How is the Reserve actually used ? Explain why 
its composition and location are changed from time to time. 

[Delhi Inter. 1931]. 

4 What is the connection between the Gold Standard 
Reserve and the Paper Currency Reserve ? Are you in 
favour of keeping them separate ? Give reasons. 

[Punjab B.A. 1932]. 

5. Point out the salient features of the Indian Paper 
Currency Sy^stem as it exists at present. 

[Delhi B.A. 1931]. 
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Banks and Banking 

Definition of a Bank. The trade of banking 
has been exercised from very earty times. The 
nature of business transacted by the banks has 
varied so widely from age to age and from 
country to country that it is impossible to define a 
bank. The art of banking originated with the 
goldsmiths who did no more than change one 
currency for another and enabled merchants to 
obtain good currency at a time when a great 
variety of debased coinage was in existence. Even 
^to-day, the indigenous money-lenders are called 
bankers although they do not perform any of the 
recognised functions of modern banks, namely, 
receiving of deposits, dealing in bills of exchange, 
or issue of notes etc. Walter Eeaf has defined 
a bank as “a per son or corpo ration which^holds^ 
itself-out— to_T eceive fro m the p ublic, deposi ts 

payable on — demand by_ _ cheqim T^ TEs] ^ he 

has himself admitted, holds gooo^br Great Britain 
and perhaps United States, but not for the 
Continent “where the use of cheque is too little 
developed to be regarded in any sense as a 
fundamental part of the functions of a bank.” 
Referring to the several ingenious definitions of 
‘Banks’ put before them, the Central Banking 
Committee stated, "Fairly exhaustive and helpful 
as these suggestions are, we find that the task 
of defining the term ‘Banks’ or ‘Banker’, which 
has been regarded as well-nigh impossible in other 
countries, is much more so in India where the 
definition cannot be drawn up without excluding 


1 Banhina — n. 21. 
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many firms of indigenous bankers and individuals 
who do a considerable portion of the financing of 
the country.”^ “Taken in its general acceptance,^ 
word ‘Bank’ expresses among ' us to-day the^ 
business which consists in affecting, on account 
of others, receipts and payments, _ buying and 
selling either money of gold and silver or letters 
of exchange, and drafts, public securities and 
shares in industrial enterprises ; in a word, all 
the obligations whose creation has resulted from 
the use of credit on the part of states, societies 
and individuals. 

Functions of a Bank. From this comprehensive 
definition we get an idea of the usual functions 
of a bank. In the first instance, it attracts deposits 
on which it pa3^s a reasonable rate of interest, 
Deposits may be received on Current Account 
whereb}^ the banker incurs an obligation to repay 
legal tender on demand, on Savings Bank Account 
in which case the depositor is not allowed to draw 
more than a fixed sum of money more than once 
or twice a week, and on Fixed Deposit Account 
which is withdrawable only on the expiry of the 
period for which it has been entrusted to the 
bank. Secondly, the mone}^ thus collected, toge- 
ther with the capital raised from the share-holders, 
is used for giving loans to the business .people at 
higher rates of interest. The difference between 
the rates of interest charged from their debtors 
and paid to their creditors (depositors) constitutes 

1 Report— p. 453, An attempt has been made to define Bank- 
ing by the addition of Section 277~F to the Indian Companies Act 
of 1936 According to this, a ‘‘Banking Company’^ means a company 
ivhich carries on, as its prmcipal huRincas. the accepting of deposits of 
money on current account or otherwise subject to 'svithdrawal by cheque, 
draft or order notwithstanding that it engages in addition in any one or 
more of the following forms of business etc. etc,” 

Tr 1 t? quoted by Conant — Principles of Money and Banling, 

Voh II, p. 207. 
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their profit. Loans are sometimes given against 
personal security pr against mortgaged property 
but more often against commercial bills of exchange 
'tvhich they accept and discount on behalf of their 
clients, Thirdty, they facilitate. -the , of' 
mone3>: .irom_jone„part of the country to another 
where they have their branches. Fourthly, they 
keep valu able_articles , in safe custody and act as ' 
agents to their clients for the purpose of buying 
gold, silver, shares and securities, for the collection 
of dividends and for the payment of insurance 
premia, etc.^ Some_banks„issue notes and act as 
bankers to the governments of their country. 
The}^ are commonly called Central Banks. In 
addition to these, there are specialised institutions 
created for specific purposes only viz.. Industrial 
,Banks, Land Mortgage Banks, Post Office Savings 
/^anks etc. 

Loans Make Deposits. It has been observed 
that one of the most important functions of banks 
is to lend money. The amounts lent are seldom 
taken away by the debtors. They are left in the 
bank and drawn upon from time to time by means 
of cheques. Every loan by the bank, therefore, 
creates a deposit. Such deposits are called ‘Credit 
Deposits’ to distinguish them from ‘Cash Deposfts’ 
which “ are created' by spare money being entrusted 
to the banks by their creditors. The same amount 
is shown as a loan to an individual in one ledger 
and as his deposit in the bank in the other. ^ 

1 “Ordinarj’’ banking business consists of changing cash for 
bank deposits and bank deposits for cash ; transferring bank deposits 
from one person or corporation to another ; giving bank deposits in 
exchange for bills of exchange, government bonds, the secured promises 

business men to repay, and so forth.” Sayers — Model n Banlmg, p. 22. 

2 Eeferring to Great Britain, Mr. Hartley Withers has remarked 
that out of the total deposits of the five biggest commercial banks 
aniounting to 1,666 million pounds, 1,249 millions consist of credit depo- 
sits and only 417 millions of cash deposits. Seithi?,— 'The Meaning of 
Money. 
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It will be wrong to suppose that the whole 
amount lent b}' the banks wo 11 be allow^ed to remain 
w'ith them. Some borrow^ers will certainty withdraw, 
a part of their deposits in cash to meet their liability 
ties to others. It is, how^ever, possible that these 
“others” ma^^ be customers of this or other bank 
and the amount lent b}’" the banks ma}'- eventually 
return to them. In other words, so long as the 
loan is due, a deposit to that amount will be out- 
standing in the books of some bank or banks. 

How Much may the Banks Lend ? The 
amount w^hich a bank may' safety lend depends 
upon the amount that is likety to be wdthdrawm by 
depositors in a given period of time. If the 
depositors are expected to withdraw more money 
or more frequently, the percentage of cash to 
deposits must be large and vice versa. If the bank^ 
keep more cash than is required for meeting 
normal liabilities, the money'’ wdU remain idle and 
the profits of the bank wdll dwindle. But if the 
banks, in their greed for making profit do not keep 
sufficient cash in reseiwes. there may^ be a sudden 
run on them and they’ may have to close their 
doors for good. It may" be mentioned in passing 
that one of the causes of successive bank failures 
in India has been a very" low percentage of cash 
to deposits usually" i-naintained by the Indian banks. 

.Circumstances Determining the Adequacy of a 
Given Cash Reserve. To earn profits at all the 
banker must maintain confidence. To maintain 
confidence he must maintain an adequate degree 
of liquidity in his assets. The perfectly" liquid 
asset is of course cash itself. The more cash a 
banker holds the more obviously" can he, withou^ 
any" difiiculty of any" kind, offer cash in exchange 
for deposits. The amount of cash reserve main- 
tained by a bank depends upon the business 
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conditions of tlie community in which the bank is 
operating and more particularly upon the kinds of 
^ents that it has and the nature of their business. 
Thus, in a manufacturing and commercial com- 
munity, where exchanges are numerous and 
rapid, it might be necessary to maintain a relatively 
larger reserve than would be necessary in an 
agricultural community where exchange transac- 
tions are much less frequent. Bven in agricul- 
tural areas, it might be necessary to maintain a 
larger reserve in the busy season than in the 
slack season. Again, where the use of cheque as 
currency is wide-spread the bank can exercise a 
good deal of economy in respect of cash reserve 
but such economy cannot be practised in a country 
like India where the bulk of payments has to be 
made in metallic money and notes. A bank with 

extensive town business may require a larger 
amount of cash reserve than a bank with wider 
connections with the rural portion of the country. 
Lastly, a bank with numerous branches can 
centralise the reserves and thus carry on its business 
with a smaller reserve than if each of the branch 
banks was independent of the other. 

Bank’s Investment As Secondary Reserve. 

Apart from maintaing a reserve of cash, a bank 
has to arrange its investments in such a way that 
they constitute a. supplementary or secondary 
reserve. As a matter of fact the bank has in 
actual cash only a percentage of its outstanding 
demand liabilitiesj. i.e. liabilities payable in cash 
on demand. Increased need for cash can be 
met only through the sale of some of the bank’s 
assets. These assets, therefore, should carry the 
feast amount of risk and should be readily saleable 
without any loss otherwise it will not be possible 
for the bank to get an additional supply of ready 
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It will be wrong to suppose that the whole 
amount lent by the banks will be allowed to remain 
with them. Some borrowers will certainly withdraw 
a part of their deposits in cash to meet their liabili-/ 
ties to others. It is, however, possible that these 
"others” may be customers of this or other bank 
and the amount lent by the banks may eventually 
return to them. In other words, so long as the 
loan is due, a deposit to that amount will be out- 
standing in the books of some bank or banks. 

How Much may the Banks Lend ? The 

amount which a bank may safely lend depends 
upon the amount that is likely to be withdrawn by ' 
depositors in a given period of time. If the 
depositors are expected to withdraw more money 
or more frequently, the percentage of cash to 
deposits must be large and vice versa. If the banks^', 
keep more cash than is required for meeting 
normal liabilities, the money will remain idle and 
the profits of the bank will dwindle. But if the 
banks, in their greed for making profit do not keep 
sufficient cash in reserves, there may be a sudden 
run on them and they may have to close their 
doors for good. It be mentioned in passing 

that one of the causes of successive bank failures 
in India has been a very low percentage of cash 
to deposits usually maintained by the Indian banks, 

. Circumstances Determining the Adequacy of a 
Given Cash Reserve. To earn profits at all the 
banker must maintain confidence. To maintain 
confidence he must maintain an adequate degree 
of liquidity in his assets. The perfectly liquid 
asset is of course cash itself. The more cash a 
banker holds the more obviously can he, without^ 
any difficulty of any kind, offer cash in exchange^ 
for deposits. The amount of cash reserve main- 
tained by a bank depends upon the business 
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conditions of the community in which the bank is 
operating and more particularly upon the kinds of 
^ents that it has and the nature of their business. 
Thus, in a manufacturing and commercial com- 
munity, where exchanges are numerous and 
rapid, it might be necessary to maintain a relatively 
larger reserve than would be necessary in an 
agricultural community where exchange transac- 
tions are much less frequent. Even in agricul- 
tural areas, it might be necessary to maintain a 
larger resen^e in the busy season than in the 
slack season. Again, where the use of cheque as 
currency is wide-spread the bank can exercise a 
good deal of econonty in respect of cash reserve 
but such economy cannot be practised in a country 
like India where the bulk of payments has to he 
made in metallic money and notes, A bank with 
^11 extensive town business may require a larger 
amount of cash reserve than a bank with under 
connections with the rural portion of the country. 
Lastly, a bank with numerous brandies _ can 
centralise the reserves and thus carry on its business 
with a smaller reserve than if each of the branch 
banks was independent of the other. 

Bank’s Investment As Secondary Reserve. 
Apart from maintaing a reserve of cash, a bank 
has to arrange its investments in such a way that 
they constitute a supplementary or seconda^ 
reserve. As a matter of fact the bank has ^ in 
actual cash only a percentage of its outstanding 
demand liabilities, i.&. liabilities pa37able in cash 
on demand. Increased need for cash can be 
met only through the sale of some of the bank s 
assets. These assets, therefore, should carry the 
feast amount of risk and should be readily saleable 
without any loss otherwise it will not be possible 
for the bank to get an additional supply of ready 
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money where an occasion demands it.^ The bank 
has to arrange its investments very cautiously 
both from the point of view of security ai^ 
saleability. It should first give loans again^ 
commercial paper representing goods in transit or 
against stocks and shares of well-known companies. 
This investment should be so arranged that a 
few bills are constantly maturing and that a good 
many should mature before the day on which 
large withdrawals are likely to be made. It may 
next consider the advisability of advancing money 
against staples such as wheat and cotton for 
which the farmers usually receive certificates from 
the warehouses. Loans may also . be given against 
household property but not without thorough in- 
vestigation because these securities do not have 
a ready market and may not be disposed of wit^ 
out sustaining heavy losses. ^ 

How Do Banks Create Credit Money ? The 

banks can create credit in two ways, viz: (a’)'^y 
issuing notes, and (b)^by giving loans to busine^T,. 
men and cr eating deposlfs in their favour. 

Every bank issuing notes has to keep ade- 
quate reserves. As all the notes issued are not 
likely to be presented for the purpose of being 
exchanged in metallic money, only a small per- 
centage of notes is backed by metal and the 
rest is covered by securities. These notes circu- 
late as money so long as the credit of the bank 
is good. \A bank issuing notes thus creates credit 
and provides~'purchasing power to the business 
community. 


As regards the second point, it has been 
shown that banks do not accept deposits for 
the mere fun of keeping money with themselvesW 
They use them as basis on which they organise 
credit with which they finance economic actmties. 


1 Also see Sn.yers — ]\[odern ])p. 212-232. 
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“Every unit of money that is not kept ' in actual 
circulation or not hoarded but is deposited in banks 
-serves the purpose of at least 5 utiits. This may 
dppear as a paradox but will be apparent on little 
explanation. Eet us assume that banks keep 20 
per cent of their deposits as cash with themselves 
and the rest they lend. This is the usual practice. 
And if the sums advanced are again deposited with 
the banks, ^ths of these will again be lent and so 
on ad infmikim. This is, of course, on the assump- 
tion that the banking’ .system is aufBejfyjtJjr c^eve^op- 
ed and the amount of money going in actual 
circulation by actual withdrawals froin the banking 
organisation as a whole is small. Thus the total 
cash with banks satisfies claims of depositors upto 
at least five times its amount. Claims for money 
^n banks may either be in respect of original 
savings deposited or in respect of advances made 
subsequently therefrom. If banking is developed 
sufficiently, the cash percentage may safely be 
reduced to 15' in which case every unit deposited 
serves the purpose of 7 units. 

Advantages of Banks. From what has been 
said above, it will appear that baiiks render very 
useful service to community/^' They collect from 
thousands of depositors small sUms of money which 
would have otherwise remained idle Qr would have 
been used up for unproductive purposes. These 
sums of money are put at the disposal of more 
capable businessmen who do not possess sufficient 
money of their own but who are quite competent 
to guide , and control the productive operations of 
the country. “Thus a bank acts as a medium for 
transferring capital from those who possess it but 
ap not know how to use it or have not the time to 
use it to the advantage of all concerned, depositors, 

1 Thakur — Organhalion of Indian Banling—')^, 15. 
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bankers and borrowers alike.”* k They create credit 
which is the ‘life-blood' of trade and industry and 
mobilise the possible wealth of the country foj. 
industrial and agricultural operations. ^ By deahng 
in bills, selling drafts or orders and issuing letters 
of credit, banks facilitate the transmission of mone5^ 
They also help the movement of commodities 
‘ ■ within the same country and from one country to 
the other., k'They jDromote habits of saving and 
thrift and afford to customers, through the use of 
cheques, records of payments and receipts which 
cannot be disputed. Such banks as are allowed to 
issue notes adjust the amount of different kinds of 
circulating media to the shifting requirements of 
trade and economise the use of precious metals by 
replacing them b}'’ paper currency. They serve 
as a central institution — a Bankers’ Bank — whic^ 
fulfils the same function in relation to all banking' 
institutions within the countr}^ that a simple bank 
fulfils in relation to individual depositors and 
holders of funds.- 

Requisites of Sound Banking. Banking is an 
essential economic activit}^ of human societ}’’ upon 
the extent and sufficiency of ' which depends its 
proper economic advancement. It is, therefore, 

O 

1 Wadi a and Josbi— jl/byzc^^ aiul Mo7iei/ Marlct in India — p. 151. 

2 According to Mr. Thakur, the services of banks run in the 
follo'wing directions : — 

(?) Mobilisation of savings and the inculcation of habit of thrift. 

(?V) Organisation of credit on the basis of monc}^ deposited with 
them. 

(in) Financing of human activities. 

(?V) Exchange and transmission of monc}’. . ^ 

(v) Management, control, and issue of Bank Notes— a form of 
money usually adopted by all tlie principal civilised 
countries. 

(?;?) Eegulation of money market. 
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necessary that it should be organised and controlled 
by the most competent people who have the 
necessary ability and honesty to inspire public 
confidence. Such people should be familiar with the 
requirements of each industry and every section 
of the community and should be qualified to adapt 
recognised banking practices to their peculiar 
circumstances. Since the fate of commerce and 
industry of a country is intimately linked with its 
financial organisation, it is also desirable that the 
banks should be run on purely jiational lines. 
Foreign capital and experts may be imported, if 
necessary, in the initial stages but they should on 
no account be allowed to divert their policies in 
channels prejudicial to the interests of the nation 
they profess to ser^^e. The success of banking 
^Iso depends upon the nature and state of literacy 
^f the masses. It should, therefore, be the duty 
of banks to educate the people in matters of thrift 
and investment. Fast but not the least, the presence 
of a sympathetic Government alwa^^’s willing and able 
to apjTfeciate and promote the legitimate aspirations 
of its subjects is also a necessary condition for sound 
banking. 

Balance Sheet of a Bank. Banks are essentially 
business institutions and have to publish periodical 
statements of account for the benefit of their 
clients. These statements which show the nature 
',|of business transacted and the general financial 
condition of the institution to which they relate 
are called 'balance sheets’. A typical balance sheet 
has- two columns — Liabilities . and.__ Asset s. The 
‘Liabilities’ side includes the amounts of money 
which the bank owes to its shareholder, depositors 
■^and others. The ‘Assets’ side gives details of 
sums which other people owe to the bank and 
over which the bank has a claim. It ^ should 
be remembered that each bank follows its own 
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method of presenting accounts to the public. 
Owing further to the dift'erence in the nature of 
business undertaken by each institution, the 
balance sheets are bound to differ in minor details: 
There will, however, be no difference in the major 
points brought out in each statement. Items 
which are usually entered in the ‘liabilities’ 
column are; — 

1. Paid-up Capital. It is the price of the 
shares actuall}’' paid-up and frequently 
represents only a fraction of the nominal 
value of the shares called the subscribed 
capital. This amount the bank owes to its 
share-holders. 

2. Reserve. It consists of the undivided profi^ 
which ma}^ have been set aside for un- ' 
foreseen emergencies. This is also owed to 
share-holders. 

3. Public Deposits, that is, balance of the 
Government funds entrusted to the bank. 

4. Other Deposits include loans given by 
private individuals to the bank for a fixed 
period (Fixed Deposits) or wdth the intention 
of drawing upon them at wiU (Current 
Accounts) or at specified intervals and in 
limited amounts only. (Savings Bank 
Deposits). 

5. Acceptances denote the amount of bills 
which the bank accepted on behalf of its 
clients and to the extent of wFich it is 
liable to the drawers or paj^ees. 

6. Profit accruing to the bank in the period 
covered by the balance sheet. 
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The following items, ordinarily, appear on the 
'Assets’ side: — 

1. Cash in hand and at other banks . 

2. Cash at call and short notice, that is, the 
amount of loans which can be called up 
forthwith or at a short notice. 

3. Bills Discounted denote the amount of 
money advanced against or spent in 
purchasing inland and foreign bills of 
exchange and payable on maturity of such 
bills. 

4. Government Securities purchased by and in 
possession of the bank. 

5. Other Investments represent the amount 
of money spent in purchasing shares and 
stock of private companies. 

6. Advances and Loans include sums of 
money advanced against property, orna- 
ments, and other tangible securities. 

7. Acceptances, that is, the amount due to 
customers on whose behalf bills have been 
accepted and who are responsible to the 
bank for meeting the bills when they 
fall due. The amount is exactly identical 
with that mentioned in column of ‘I/iabilities’ 
under ‘Acceptances’ (5). 

8. Bullion represents the value of precious 
metals possessed by the bank. 

9. Deadstock or premises. It shows the value of 
property of all descriptions on which the 
bank does not earn any profit or interest e. g. 
buildings, furniture, stationery etc.^ 


1 Read also Hartley Withers — Intei national Fmance — pp. 35-36, 
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SPECIMEN OF balance-sheets 

A. IMPERIAI, BANK OF INDIA 
BALANCE SHEET AS AT 3IST DECEMBER I934. 


LiahiHiics, 
Paid-up Capital Rs. 
Reserve 

Public Deposits 
Current, Fixed and 
Other Deposits 
Sundries ... 


5,02,50,000 

5;^>5,00,000 

0,72,20,000 

74,27,95,000 

03,48,000 


Assets, 

Cash ... Rs. 18,97,38,000 

Balance ^Yith 

other banks . . ,, 5,25,000 

Investments ... ., 41,55,70,000 

Bills discounted 

and purchased 2,50,32,000 

Loans and 

Advances „ 20,42,44,000 

Dead Stock ... „ 2,45,90,000 
Sundries ,, 85,13,000 


Total Rs. 02,91,13,000 Total Rs. 92,91,13,000 


B. STATEMENT OF TPIE AFFAIRS OF THE 
reserve bank of INDIA 
BANKING DEPARTMENT 


AS ON THE 5 Tn APRIL, I935. 


Liahiliticii. 

Rs. 

Assets, 

Rs. 

Capital ])aid-up ... 5,00,00,000 

Notes 

,. 19.05,20,000 

Reserve Fund ... 5,00,00,000 

Rupee Coin 

3,30,000 

Deposits— 

j Susidian’ Coin 

1,01,000 

(a) Go vern men t ... 1 8,36,41 ,000 

1 Bills Discounted 

(6) Banks ... 7,82,07,000 

(n) Internal 


(c) Others 

(/d External 


Bills payable ... 43,000 

Other Liabilities 1,85,000 

(c) Government of 
Treasury Bills 
Balances held abroad 
Loans and Advances 
the Government 
Other Loans and 
Advances 
Investments 

Other Afesetb 

India 

11,94,95,000 

to 

.. 5,00,0.0000 
16.18,000 

Total Rb. 36,20,70,000 

Total R 

s. 36,20.76,000 


Bankers’ Clearing House. An important 
feature of the modern banking organisation is the 
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Clearing House. It is a well-known fact that 
persons who do not carry cash with them pay 
their creditors by cheques. The people receiving 
these cheques rarely present them to the banks 
upon whom they are drawn for payment. They 
send them to their own bankers for collection and 
for being credited to their accounts. Banks thus 
establish claims over others in respect of cheques, 
bills etc., drawn in their favour and payable by the 
latter. Now, if the amount of money to be 
collected is very great, each bank will have to 
depute special clerks for going round other banks 
for the purpose of settling mutual indebtedness. In 
order to economise a good deal of time and shoe- 
-leather, inst ead of going to each bank to present 
Uieir ‘charge’ upon it, they all meet by agreement 
at one place and make their settlement together. 
Such a place is called a ‘Clearing House.' The 
process of clearing is very simple. All bills and 
cheques, as soon as they are received by a bank 
from its customers for collection and are duly 
recorded for credit of their respective accounts, 
are passed on to its own Clearing Department where 
they are sorted out and a list of money to be 
received from other banks is made. This list is 
sent through a runner or a clerk to the Clearing 
House and the amount payable by each bank is 
noted by its representatives. After all the cheques 
and bills are received and delivered, the balances 
are struck and each bank knows what it has to 
^ receive from and pay to each of the other banks. 
The differences are made up and each bank is 
debited or credited with the balance it has to pay 
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or receive in the Clearing Bank’s Account. The 
balances are not actually paid but necessary adjust- 
ments are made in the separate accounts maintained 
by the member banks with the Clearing House — 
the amount due to them being credited to, and 
their liabilities being deducted from, their respec- 
tive accounts. The Clearing House’s Account must 
be balanced up every evening because inter-bank 
payments and receipts must always be equal. 

The advantages of this S57stem are evidently 
man5^ All the large payments are made with a 
minimum of risk, loss of time, trouble or use of 
the precious metals. 


Before the establishment of the Reserve Bank- 
the_ Imperial Bank served as a Clearing House in 
India although upto 1928 all the transactions were 
not effected through the Clearing House, as in Bom- 
bay, and inter-bank transactions were adjusted by 
direct credit or debit with the Imperial Bank. The 
work of the Clearing House is now^ undertaken by 
the Reserve Bank at 8 places, viz: Calcutta, Bombay, 
Madras, Rangoon, Karachi, Cawnpore, Tahore and 
Delhi^ the last named having been instituted in 
t 935 ” 36 ' The members consist of the Reserr^e 
Bank, Imperial Bank, most of the Exchange Banks 
and English Banking Agency firms and a few of the 
better _ known of the local Joint Stock Banks. No 
bank is entitled to claim to be a member as of 
nght^ and any application for admission to the 
Uearing House must be proposed and seconded 
by two members and be subject thereafter to the 

wPf majority of the existing members. 

That the amounts which pass in this way 
through the Clearing are gigantic is proved 
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by tbe figures of the principal Clearing Houses 
of India. 


TOTAB AMOUNT OF CHEQUES CBEARED ANNUABBY 

(in bakhs of rupees) 


Year 

— . — 1 

Calcutta 

Bombay 

Madras 

Karachi 

c 

o 

0 

00 

c 

ra 

cc 

V 

Lm 

0 

a 

c 

$ 

C3 

U 

Lahore 

Delhi 

Total 

1926 

10,12,19 

4,45,05 

56,80 

36,14 

1,25,33 

6,16 

6,86 

j— 

... 

16,88,53 

1927 

9,61,01 

4,22,68 

54,53 

31,07 

1,24,42 

8,16 

7,70 


16,09,57 

I92S 

10,54,02 

3,89,80 

59,79 

30,82 

1,25,57 

7,00 

7,59 


16,74,59 

1929 

10,94,00 

6,52,35 

65,73 

28,02 

1,25,00 

7,31 

8,69 


19,81,10 

1930 

9,60,97 

7,93,66 

82,19 

26,49 

1,20,70 

7,56 

8,17 


19,99,74 

1931 

8,66,28 

6,66,61 

50.36 

24,47 

1,06,55 

5,7i 

10,6/ 


17,30,65 

1932 

7,31,09 

6,23,82 

43,97 

23,23 

78,90 

5,63 

9,02 


15,15,66 

1^3 

7,90,37 

6,67,42 

48,85 

25,56 

70,75 

' 7,08 

8,50 


16,18,53 

J934 

8,30,18 

6,55,47 

53,19 

26,78 

■S6,I2 

8,88 

9,88 


16,41,20 

1935 

8,75,69 

6,89,17 

56,22 

28,96 

61,03 

10,43 

10,43 


17,33,01 

1936 

9,18,68 

7,16,74 

69,23 

30,12 

72,00 

II 16 

n,i6 

13,73 

18,43,35 

1937 

9,23,68 

7,62,38 

91,39 

31,94 

83,75 

11,40 

11,40 

15,61 

19,31,66 

1938 

9,66,93 

8,15,56 

109,67 

35,53 

82,07 

1 1,21 

n,2i 

18,27 

20,51,12 

1939 

10,76,11 

8,37,22 

97,21 

35,57 

94,57 

i 


... 

22,59,05 


SUMJ'IARY 

Definition of a Bank. It is difficult to define a bank 
especially in India where the indigenous money-lenders do not 
perform any of the recognised functions of a bank and yet 
constitute an important part of the Indian Money Market. 
Brgadl5'_sp^king, a bank may be defined as a credit institution 
which.. receives deposits, gives loans and purchases precious 
shares and securities on behalf of its clients. 

Functions of a Bank. 

(f) To attract deposits — Current, Savings and Fixed. 

{«) To give loans. 

[Hi) To accept and discount bills of exchange. 
iiv) To transfer money from one place to another. 

(v) To keep valuable articles in safe custody. 
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(vi) To act as agent for its clients. 

(vii) Some banks issue notes and act as Government 

Bankers and are called Central Banks. 

{viii) Some banks perform special functions only, viz. 

Industrial Banks, Land Mortgage Banks etc. 

Loans Make Deposits. People deposit money by deliver- 
ing cash at the bank (Cash Deposits) or by borrowing money 
from the bank and leaving it there to be drawn at a later date 
(Credit Deposits). 

How Much May a Bank Lend. A bank ought to keep a 
reasonable portion of cash to meet its current liabilities in 
respect of deposits and invest the rest in different kinds of 
securities maturing at convenient dates. The amount of the 
reserve wall depend upon the business conditions of the commu- 
nity and _ the requirements of their clients. Normally more 
money will be required in a manufacturing countr}”^ or in a 
country where the use of cheque is not properly developed. 
A bank with numerous branches can afford to keep a smaller 
reserve than a bank whose branches work independently ml 
each other. ^ 

How do Banks Create Credit. The banks create credit 
partly by putting^ in circulation notes to a value greater than 
the value of the coin or bullion which it holds as "backing” for 
them and partly by giving loans to business-men and creating 
deposits in their favour. ° 

Advantages of Banks. They collect the small savings of 
the poor and make them available for productive operations, 
transfer money and goods from one place to another and stimu- 
late habits of investment and thrift. The Central Banks 
control and regulate the suppl}^ of money and coordinate the 
activities of other financial institutions of a country. 

Requisites of Sound Banking. Since the economic advan- 
cement of a community depends upon sound banking, it is 
essential that the management of banks should be entrusted 
to competent people who have the wall and ability of inspiring 
universal confidence. Banks should also be run strictly on 
national lines adequately supported b}" a S3'mpathetic govern- 


Balance Sheet of a Bank. A balance sheet is a state- 
ment of accounts. It has two sides— the ‘Liabilities’ si^e 
representing amounts which the bank ow^es, and the ‘Assets' 
amounts which the bank has to receive. The 

aSanSs^alT" reserves, deposits, 

acceptances and profits wlnle the 'Assets' side includeLash 
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in hand and at other banks, cash at call and short notice, 
bills discounted, investments, acceptances, bullion and dead- 
stock. 

Bankers’ Clearing House. In civilised communities 
payments are made and received by cheques with the result 
that the banks have frequently to receive huge amounts from 
some banks in respect of cheques drawn on others and 
deposited with them and to pay to several other banks in 
respect of cheques drawn by their creditors and presented to 
others for encashment. In order to avoid the trouble and 
inconveuience of inter-bank transfer of money, they decide 
upon a particular bank and all debts are settled through it. 
Such a bank is called a Clearing House. In India the 
Reserv^e Bank functions as a Clearing House for approved 
banking institutions except where it has no branch. In such 
places the Imperial Bank takes the place of the Reserve Bank. 


QUESTIONS 


1. What is a bank? [Delhi Inter. 1929]. 

2. What services are performed by bankers? Is the 
village inahajan a banker in the true sense of the term? 

[U. P. Inter. 1928]. 

3. What is a cash reserve? On what does the adequacy 
of a given cash reserve depend? 

4. Explain; — 

(а) ‘TyOans create deposits.*' [Calcutta B. A. 1930]. 

(б) "Bank deposits have in modern times changed 

from deposit of cash to deposit of credit". 

[Calcutta B. A. 1927]. 

5. By what principles should a banker be guided in 
granting credits to his customers? What investments are 
most suitable from the banker's standpoint? 

t [Punjab B. A. 1932]. 

6. Give a specimen of the balance sheet of a bank 
and bring out the significance of each item. 

A 

^ 7. Wnte brief explanatory notes on : — 

(rx) Requisites of Sound Banking. 

( 5 ) Bankers' Clearing House. 

[Agra B. A. 1932 and 1934]. 



CHAPTER XVI 


BANKING AND THE INDIAN MONEY MARKET 


Constituent Members of the Indian Money 
Market. The Indian Money Market consists of: — 


•' r. The Indigenous Bankers. 

2. Joint Stock Banks, including 
{a) Indian Joint Banks. 

- (6) Foreign Exchange Banks; and 

^ (c) Imperial Bank. 

j 3. Reserve Bank of India. 

Some writers also include in the Banking 
Sy’-stem the Post Office Savings Banks, the Co- 
operative Banks, the Rand Mortgage Banks, Stock 
Exchanges and Insurance Companies etc., but since 
they concentrate on special forms of banking only 
and do not ordinarily come in contact with other 
members of the money market, some of them will 
not receive more than a passing reference here. 


The Indigenous Bankers.' It is a well-known 
fact that a system of banking emiueutty suited to 
her requirements was in force in India long before 
the introduction of scientific banking in England. 


.P'-- F' 9/ cli'^tinguishecl between an indigenous 

banker and a money-lender” — the foinier term being applied to 
those individuals or private firms which, in addition to giving loans, 
either receive deposits or deal in Innidis, the latter to those which 

not usually receive deposits or deal in 
llte Monetary Problems of India, p. 55. ' 

the Enquiry Committee have tried to make 

and indnsirtr vniJ Sfiy'ug that while the bankers finance tiade 

sumption rather VaM^duTt^!™^ "’ '''°"<'y-lenders finance con- 
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The ancient bankers combined banking with trading 
with the result that with sudden changes in trade 
conditions several of them came to grief. The sur- 
Wors, known by a variety of names such as Maha- 
jans, Sahnkars, Banias, Shroffs, Chettis, MuUanis, 
etc., continued to render useful service to industry, 
trade and agriculture and are still the only means 
of banking assistance in many parts of the country. 
According to the Census of 1931, the number of 
people engaged in banking, money-lending and allied 
activities is a little over 3 lakhs but no authentic 
statistics are available about the total volume of 
their business. Considering, however, that the total 
volume of internal trade (which must be at least 
ten times that of the external trade) would amount 
to Rs. 2,500 crores^ of rupees, it is quite reasonable 
to expect that a very large part of it must be financed 
'^y indigenous agencies. This conclusion is further 
reinforced by the fact that even in cities like 
Bombay, Calcutta and Delhi, where there is no dearth 
of modern banks, we find native merchants settling 
their transactions b}^ means of hundh at rates defi- 
.nitely higher than the bank rate. The busines s of the , 
indigenous banks is purely a famiTy concern and 
pa sses ffom~otrenKene'tatiq nitol another.' ' 'They lend 
money against different kinds of securities including 
land, jewellery, and commercial paper. Few of them 
use cheques and accept deposits — immense inherited 
wealth being sufficient for their lending operations. 
They discount and purchase hundis offered by their 
clients and help the movement of funds from one 
centre to another by drawing hundis upon their 
agents and friends. Some speculate iu money, grain, 
cotton and securities, some are jewellers and shop- 
keepers and some act as agents of mercantile firms, 
xn short, they finance the agriculturist, the petty 
artisan and the small trader, assist in the movement 
of crops to consuming areas or to the ports, and 

I See K. T. Shah— Tz-arfe, Tariff, and Transpoi-t—^. 122. 
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distribute all kinds of goods in the interior of the 
country. They are of very real service to the 
business community and of very great assistance to 
the joint-stock banks of the country. Under present 
conditions the banks run on modern lines can never 
hope to be able to get into sufficiently close touch 
with the affairs of the vast trading community in 
India to enable them to grant accommodation to 
more than a few of these traders direct and it is in 
their capacity as middlemen that the shroffs prove 
of such great service. Their real importance, 

however, lies in the fact that they lend money 
against almost an}^ conceivable security without 
insisting upon embarrassing formalities. They are 
frequently criticised^ for keeping m3^sterious 
accounts and for charging usorious rates of interest 
but the critics forget the risk and the cost oi 
collection that the sahukars have to incur in dealing 
with their illiterate and irresponsible chents. 
Moreover, “the pleasant manners, alertness and 
personal interest of the bankers and money-lenders 
alike are invaluable assets which are lacking in 
the case of modern Indian joint stock banks. 
These bankers will do well to change their obsolete 
methods and to bring them more into line with 
the methods of modern banks especially in the 

1 The most questionable practices connected with money-lending 
are: — 

(а) demand for advance interest; 

(б) demand for a pi esent for doing business, known as gii ah~IJwlai 
(purse-opening); 

(c) taking of thumb impression on a blank paper A^ith a view to 
inserting any arbitrary amount at a latei date if the debtor 
becomes irregular in payment of interest, 

(d) general manipulation of the account to the disadvantage of the 
debtor; 

(c) insertion in wiitten documents of sums considerably in exc^s 
of the actual money lent; and y 

(f) taking of conditional sale deeds in order to provide against 
possible evasion of payment by the debtor. Report of the 
Gcntral Banlhig Enqiiuij Committee^ p. 77. 

2 Sain— The Mo7ieiary Problems of India— \x 163. 
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matter of^dit-oLaccoui^, publication of balance 
sheets, use of bills and cheques, the necessity for 
Drompt payment and receipt of money and the 
Wduct of business strictly in accordance with legal 
requirements. 

These bankers have fallen on evil days lately. 
Their dechne may be attributed to their antiquated 
methods, to the legal difficulties under which they 
labour, the apathy of the legislators, provision of 
cheap and safe remittance facilities and the com- 
petition of other credit agencies especially co-opera- 
tive credit societies. They also deal in stocks and 
shares which is .not the business of a scientific 
banker who must avoid speculative dealing at all 
costs. They have ceased to advance money against 
^and in provinces where hand Alienation Act is in 
■ force and their operations will tend to be further 
curtailed by the passage of agrarian bills such as 
those which have been recently passed in the Punjab 
and are contemplated in other provinces. Toss of 
agency business in Hundis owing to exporting firms 
having estabhshed their own branches and heavy 
stamp duty on bills have also proved their undoing. 
They work more or less independently of joint- 
stock banks. In the busy season, the indigenous 
bankers do ^ approach the joint-stock banks for 
accommodation ; but for the most part of the year 
^ bazaar rates are not influenced by the bank rate. 
The Central Banking Knquiry Committee have 
®^gg6sted that in order to restore the indigenous 
banks to their ancient place of pride, such of those 

proper or are prepared 
to shed their business other than banking, should 
-jpe eligible to be placed on the approved fist of 
the Reserve Bank in the same manner as the joint- 
provided they keep proper accounts 
and have them periodically audited by recognised 
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auditors.^ “With the same purpose in view, the 
Reserve Bank and the commercial banks in India 
may use such indigenous bankers who are member^ 
of the Reserve Bank system as agents for collection? 
of cheques and bills in the same manner as they 
may use a joint-stock bank or a co-operative bank.”’ 

Sir J. B. Taylor has recently drafted a ^tenta- 
tive scheme^ in order to ensure the linking of 
the indigenous bankers with the Reserve Bank of 
India. It lays down the minimum limit of capital 
of all private banks seeking direct access to the 
Reserve Bank at 2 lakhs of rupees which should 
be increased to five lakhs within five years. It 
does not insist on compulsory deposit for this 
experimental period of five years provided that 
the amount of time and demand Habilities remain^ 
less than five times the capital. Other conditions^! 
which should be stipulated for such banks are: — 

(1) They must confine their business to 

banking proper as defined by the Indian 
Companies Act of 1936. Any other 
business that they might be conducting 
should be wound up within a reasonable 
time. 

(2) They must maintain proper books of 

account and have them audited by 
registered accountants. The Reserve Bank 
will have the right to inspect the accounts 
and call for any information necessary to 
determine the financial status of the 
banker. 


1 Report—^. 107. 

2 Ibid--p. 109. 

3 Issued on August 26, 1937.^ See Annexiue to the Statutory 
Report of the Eeserre Bank pp. 56-58. 
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(3) They must file with the Reserve Bank the 

periodical statement prescribed for 
scheduled banks. They must also, in the 
interest of their depositors, publish the 
returns prescribed for banking companies 
b^^ the Companies Act and be liable to 
the same penalties for non-compHance. 

(4) The Reserve Bank will have the right of 
regulating the business of the bankers on 
proper banking lines, when necessary. 

(5) If they satisf}’- the above conditions they 

will have the privilege of re -discount with 
the Reserve Bank against eligible paper, 
the right to secure advances against 
Government paper, and remittance 
facilities similar to those for the 
scheduled banks. 

Those indigenous banks who would not be 
eligible for direct Reserve Banking facilities under 
this scheme might organise themselves on a joint- 
stock basis into discount companies with 
membership confined to themselves within a given 
area. The Reserve Bank would be prepared to 
discount their papers when presented through such 
discount houses subject to the usual central banking 
principles. By this method the indigenous 
banker would not be required to make such a 
complete change in the present banking methods. 

This scheme will be a tentative one for a term 
of five years but before the end of this period the 
Reserve Bank will frame proposals for legislation 
if it thinks fit further to co-ordinate or regulate 
the position of private banker. It is likely 
that such legislation would take the form of a 
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separate Bank Act as suggested by the Banking 
Knqmr}^’ Committee or otherwise to standardise 
and co-ordinate the status of their registered private , 
bankers on lines in consonance with the scheduled 7 
banks. 


This scheme was circularised among the 
bankers concerned for opinion. The replies received, 
however, do not appear to be quite sympathetic. 
The Bomba}'^ Shroff Association, for instance, feels 
that “no valuable privilege has been held out to 
the indigenous banker and no facility has been 
oft'ered hitherto to make him go out of his way to 
curtail his activities and to adopt forms of business 
w’hich are convenient to the joint stock banks 
but which would be somewhat inconvenient to him.” 
The Association has no objection to speculative 
actirdties being regarded as a disqualification for 
direct relationship with the Reserve Bank but is 
not willing to give up dealing in gold and silver 
ornaments and silver utensils as merchants because 
the discontinuance of such a lucrative ancestral 
business would certainl}’- ruin the prestige of the 
indigenous banker in his locality. It is also 
opposed to the publication of returns .as prescribed 
for banking companies b}^ the Companies Act 
because in its opinion such publicity is bound 
to do them more harm than good although its 
members would alwa5^s be prepared to supply 
necessary information if and when required by the 
Resen^^e Bank.^ 


Joint Stock Banks. Under this heading are 
included all the banks registered under the Indian 
Companies Act. Their foundation was laid in the 
eighteenth century when the Hindustan Bank 


1 For a stricter opposition of tire sclieme 
olafiifoi y Report of the Reserve Bank, pp. 68-71. 


read Appendix 0, 
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was established in 1770. The early joint-stock 
banks were all under European control and 
^ management but during the past thirty years or 
' so* many purely Indian banks have sprung into 
existence assisted by the Swadeshi Movement of 
1905 and by the high tide of economic revival 
which swept over the country during the post-War 
period. The Bank of India and the Indian Specie 
Bank were established in Bombay in 1908 and 
were followed by a perfect stream of new floatations. 
Man}’’ of the new banks confined themselves to 
legitimate banking business but a large number 
engaged in other business in addition and could 
hardly be called Banks. They made rapid progress 
before the War but unfortunately many of them 
were swallowed up by the banking crisis of 1913 
which gave a great set-back to Indian banking.^ 
The crisis was caused by the fraudulent dealings 
of selfish and incapable directors who frequently 
combined trading with banking and offered un- 
usually high rates of interest to depositors. “There 
was want of co-operation and co-ordination between 
the Indian banks themselves, the attitude of the 
English and Presidency Banks was uns5’'mpathetic 
and hostile and even the Government was indifferent 
spectator if not averse to their existence and 
prosperity.”^ The first important failure to take 
place was that of the Peoples Bank of India 
and the loss of confidence caused by the failure 
of the Bank resulted in a very large number 
of other failures, the principal being that of 
the Indian Specie Bank. Since those events, 

1 Really speaking, the fiist purely Indian joint stock bank — the 
Ouclh Commercial Bank — was started in 1881 followed by the 
Punjab I^ational Bank in 1894 and the Peoples Bank of Inaia in 
1901. 

2 During 1913-14, over 100 banks registeied under the Indian 
Companies Act with total subscribed and paid-up capital of about 
Es. 15 J and Rs, 6*1 crores respectively, failed. 

3 Thakur — Organisation India?i Banking — p. 33. 
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confidence was largely restored. But in April 
1923 the Alliance Bank of Simla failed. The effects 
of the failure of this old established bank 
might have been disastrous but for the 
prompt action of the Imperial Bank^ which 
dealt with the situation in close association with 
the Government of India. The Imperial Bank 
undertook to pa5^ the depositors of the Alliance 
Bank 50 per cent of the amounts due to them. A 
failure was averted and a critical period passed 
through with little diffi.cult}^’. During 1923, the 
Tata Industrial Bank, which was established in 
1918, v/as merged in the Central Bank of India. 

In 1932, there was another crop of bank 
failures. Altogether 23 banks closed their doors, 
Madras heading the list with 9, Bengal following 
with 4, Bombay, United Provinces, Punjab, Bihar 
and Orrisa accounting for two each and M3^sore 
and Travancore for one each. 

The end of June 1938 witnessed a banking 
crisis in South India in the failure of the 
Travancore National and Ouilon Bank Uimited. 
The bank held a vei^?- important position among 
the South Indian joint stock banks. It had a 
paid-up capital of Rs. 25 lakhs and had 78 branches. 
As soon as the news of the failure were received, 
the ReseiA^e Bank sanctioned special credit limits 
to banks in South India and these limits were 
later doubled. But for this timeU action of the 
Reserve Bank a major banking crisis would have 
been precipitated. 

At present^ there are 84 such banks, mostly 
scattered over big commercial areas. The following 
table shows the progress that they have made in 
recent years. 
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CEASS A. 


[uith capital of over 5 lalchs of rupees) 


Year, 

Number 

of 

banks 

Capital and 
Reserve. 

(In lakhs of Rsj 

Deposits 

(In lakhs of Rs 1 

Cash Balances 

(In lakhs of Rs.) 

1913 

18 

3,64 

22,59 

4,00 


26 

9,73 

44,4.-! 

7,37 


29 

10,71 

52,50 

11,30 

1925 

28 

10,60 

54,49 

10,10 

1926 

28 

10,84 

59,68 

9,12 

1927 

29 

1 1, OS 

60,84 

7,70 

t92S 

2S 

11,10 

63,85 

8,19 

1929 

23 

II,S4 

62,72 

9,05 

1930 

30 

1I,SS 

63,22 

7,67 

1931 

33 

i 2,03 1 

62,23 

7,69 

1932 

34 

12,21 1 

72,34 

9,76 


CRASS B. 


(ivilh capital of over 1 hlji and under 5 laldis of rupees) 


Year 

Number 

of 

banks 

Capita! and 
Reserve 

fin Jakhs of Rs.) 

Deposits 

(In lakhs of Rs.) 

Cash balances, 

(in lakhs of Rs ) 

1913 

23 

50 

1,51 

25 

1923 

43 

I, II 

3,26 

61 

1924 

41 

1,08 

2,69 

35 

1925 

46 

1,18 

3,42 

68 

1926 


1,26 

3,47 

82 

1927 

48 

1,22 

3,46 

52 

1928 I 

46 

1,20 

3,50 

52 

1029 ! 

45 

1,15 

3,58 

45 

1930 : 

54 

1,37 

4,31 

52 

1931 

SI 

1,24 

3,84 1 

47 

1932 

49 

r,2f 

3,82 J 

6S 


The business of the joint stock banks consists 
in receiving deposits of all kinds — current, saving 
and fixed — and in advancing loans against bills of 
exchange and imomovable security in towns and 
against grain, cotton, piece-goods etc., in the 
villages. They do not rediscount their bills nor 
do they do the business of bank acceptances but 
they freely undertake agency and safe custody 
work. They transfer money from one place to 
another and buy and sell shares on behalf of their 
clients. Owing to the competition of non-Indian 
exchange banfe and the small margin of profit 
realised on foreign exchange business, the Indian 
bankers prefer to employ their capital in internal 
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business of a more profitable character. Hence, 
the}' “practical!}^ take no part in the financing of 
India’s foreign trade from the stage at which - 
exports leave her ports or to the stage at which 
imports arrive thereat”.^ Loans are given for short 
periods and against certain forms of securit}" only. 
The result is that they do not take any material part 
in the financing of industries, unlike the German 
or Continental banks in Europe. Nor do the}^ have 
any direct relations with the agriculturists in the 
marketing of staple produce. Except for certain parts 
of Southern India, their role in rural credit is usually 
that of an intermediar}' furnishing part of the credit 
to the indigeneous bankers and in a small degree to 
the landlord or the co-operative banks. They are 
admittedly in the best position to finance the 
movement and marketing of crops by making short- 
term advances against produce and “in order that 
they ma}’ be able to do so the arrangements for 
the marketing of crops must be improved by (a) 
the grading and standardisation of staple and of 
contracts, [b ) proper storage facilities, and (c) the 
creation of properly regulated local as well as for- 
ward markets. Regulation of markets is necessary’- 
by the enactment of special marketing acts which 
will provide for the licensing of brokers, the condi- 
tions of their business, settlement of disputes, use 
of standard weights and measures, prohibition of 
illegal deductions, publication of marketing informa- 
tion and construction of warehouses. 


The Indian Commercial Banks are sm all er as 
compared to similar banks m other progressive 
countries^ and fail to inspire greater pubhc confi- 
dence owing to the practice of keeping dangerously 


read Banking Enqnirij Committee Report—^. 374. Also 

I Statutory Report of the Reserve Bank of India published 
under Section oo (l) of the Reserve Bank of India Act. in 1937-^8 
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low cash balances, especially by the smaller banks, 
as the following table will show : — 


JOINT STOCK BANKS 
Percentage of Cash to Liabilities 



1910 

Of 

/O 

1913 

.0 

1917 

% 





1929 

% 

1931 

% 

1932 

% 

Class A. 

Banks with Capital 
and Eeserve of over 

5 lakhs. 

12 

IS 

25 

i 

23 




14 

i 

! 

12 

13 

CJ^ss B. 

Banks with Capital 
and Reserve between 

1 and 5 lakhs. 

1 

1 

16 

! , 
21 

18 

19 

20 

15 

13 

12 

17 


It is quite obvious, therefore, that they have 
not benefited by the sinister experience of the 
pre-War period and that there is an urgent neces- 
sity of prescribing a definite minimum percentage 
of cash reserves to liabilities. 

The existing banks require consolidation rather 
than expansion. “In a large county like India it 
is preferable for joint stock banking to expand by 
means of new branches of existing banks rather 
than by more new banks. The former course has 
the advantage of dividing the risk of the parent 
banks over a number of branches and overcoming 
the effects of local crisis much better than would be 
the case with small independent institutions. The 
opening of new branches would, on the whole, lead 
to an increase in business and in prestige.”^ 

Foreign Exchange Banks.^ They have their 

1 L. C. Jain — The Mo7ietaiy Problems of India — p. 193. 

2 The name is a misnomer. ’ Joint stock banks are allowed 
to undertake foreign exchange business and the foreign exchange banks 
are ^so joint stock banks. 
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headquarters in foreign countries and are, therefore, 
not registered in India. Although the}’’ do not 
pubhsh an}’’ statement relating to their Indian busi- 
ness separately, it is an open secret that their Indian 
business is onl}^ a small percentage of their total 
business which is undoubtedly stupendous. Two’ 
of them are mainly concerned with tourist traffic 
while the rest (i6) perform more or less the same 
functions as the Indian joint stock banks. Their 
chief importance lies in financing India's foreign 
trade which the purely Indian banks are unable to 
do. This is done by dra-wing funds from foreign 
countries- and investing them in the purchase of 
bills dravm against imports and exports to and from 
India. The financing of the import trade is for the 
most part done by branches outside India, the 
Indian branches’ share in the business consisting 
principally in collecting the amount of the bills at 
maturity and in furnishing their other branches 
■with the information as to the means and standing 
of the draw’ers of the bills. It is as regards the 
export business that the Indian branches are more 
immediately concerned. The Exchange Banks have 
practically a monopoly of the export finance in 
India. The bills against exports are largely dra'wn 
at three months’ sight and may either be “clear” 
or be accompanied b}* the documents relating to 
the goods in respect of which they are dra’um. 
Most of them are drawn on well-known firms at 
home and are easily discounted in Eondon. Bills 

1 ^lessrs. Thomas Cook and Sons and American Express 
Company. 

2 At one^ time the Banks carried on their operations in India 
almost entirely ^Yith money bon owed elsewhere, principally in London — 
the home offices of the Banks attracting deposits for use in India by 
offering rates of interest much higher than the English banks were able 
to quote. VTitliin recent years, however, it has been discovered that it is 
possible to attract deposits in India on quite as favourable terms as can 
be done in London and a very large proportion of the financing done by 
the Exchange Banks is now carried through by means of money 
borrowed in India, 
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purchased in India are sent home by the first 
possible mail so that, presuming they are redis- 
ycounted as soon as the}'- reach London, the ex- 
' change banks are able to secure the return of their 
mone}^ in about i6 or 17 da5''s instead of having to 
wait for three months which would be the case if 
they were unable to rediscount. In this way the 
exchange banks are able to limit the employment 
of their own resources to a comparatively small 
figure in relation to the business they actually put 
through.^ They also help the foreign trade of the 
country by making loans against shipping and 
other documents and by issuing foreign letters of 
credit. They also finance imports of bullion and keep 
the traders in distant places informed about their 
mutual financial position from time to time — a faci- 
Jity very essential for safe and prosperous interna- 
tional trade. 

As the exchange banks are controlled and 
financed by foreigners, it may be argued that the 
share of the Indians in the foreign trade of their 
country is negligibl}'- small (less than 15 per cent of 
the total) . Other incidental losses have also to be 
reckoned in. There is reason to fear that branches 
of exchange banks, even when they are opened at the 
request of Indian clients, encroach on the financing 
of domestic trade as well. The cheap deposits 
raised by exchange banks place them in a strong 
competitive condition which is further reinforced by 
the natural tendency on the part of their customers 
to open and keep accounts with them. Besides, ex- 
change banks have been accused of compelling 
Indians to insure their goods with foreign insurance 
companies on the usual grounds, which however 
\ plausible on their face, cannot but limit the growth 

1 For the exact mechanism of foreign trade and finance, read 
Cenbal Banking Enqidi g Commiitee 7?e/)oW-pp. 314-320, and Rluranjan, 
Modern Banking in India ^ pp. 1C5-170. 
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of Indian enterprize in this fieldd This involves 
the loss to India of a large amount in the shape of 
commission, brokerage, and insurance paid to non- 
Indians. Moreover, Indians, as a matter of rule, 
are not employed to posts of trust and responsibi- 
lity. The Central Banking Committee, therefore, 
recommended that all non-Indian banks wishing to 
do banking business in India should be required to 
take out a licence from the Reserve Bank and 
should be required to train and employ as many 
Indians for executive posts as may be found suit- 
able. They have also advised that, after the 
establi-shment of the Reserve Bank, the Imperial 
Bank may be allowed to take to foreign exchange 
bu.sine.ss or, in the alternative, that a purely Indian 
exchange bank should be set up with the support 
of the Government and the Reserve Bank. 


The following table illustrates the progress of 
the exchange banks .since the last War : — 


Year 

Number 

of 

Banks 

Capital and 
Kesei ve. 

Deposits in 
India. 

Cash Balances 
in India. 



(£ l,000j 

(£ 1,000) 

(£ 1,000) 

1913 

12 

37,825 

23,270 

4,411 

1919 

11 

53,070 

55;7G9 

22,487 

1920 

•15 

90,217 

56,105 

18,881 

1921 

17 

111,032 

50,397 

17,675 

1922 

18 

112,221 

55;038 

12,' 1 32 

192.3 

18 

110,103 

51,332 

10,859 

1924 

18 

130,404 

52,976 

12,275 

1925 

18 

138,311 

52,909 

7,062 

1926 

18 

148,003 

53,658 

8,046 

1927 

18 

180,919 

• 51,647 

6,098 

1928 

18 

187,923 

53,354 

6,042 

1929 

18 

227,025 

49,994 

6,785 

1930 

18 

193,616 

51,086 

5,782 


It is quite clear that while the number of banks ^ 
since 1922 has remained constant at 18, their capital 


1 Muranjan— Banking in India— 166. 
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and reserve have shown almost continuous progress. 
The Indian deposits, which compare favourably 
^with the deposits of the joint stock banks, have 
tended to decrease while the cash balances in India 
have fallen from over £22 millions in 1919 to less 
than £6 millions (that is, one-fourth) in 1930. 

The table below gives an idea of the percentage 
of cash to liabilities maintained by these institutions 
during the last twenty 3’’ears : — 


POREIGN EXCHANGE BANKS. 


Percentage of Cash to Liabilities on Deposits in India. 



1910 

p* 

<0 

CO 

1920 

0' 

/O 

1923 

0' 

1925 

O' 

/O 

192G 

% 

1928 

O' 

/o 

1930 

O' 

/O 

1932 

0' 

/o 

h 

A—Exchange Banks. t 

|1C 

19 

.10 

30 

19 ^ 

13 

14 

11 

11 

13 

B— Exchange Banks 2 

21 

17 

100 

58 1 

1 1 

1 

15 

17 

11 

11 1 

13 


The gradual reduction in the proportion of cash 
to liabilities gives legitimate cause for alarm. ^ A 


1 Doing con'^idcrablo portion of their bu^^iucss in India. 

2 Agencic^^ of large banks doing business all over Asia. 

3 Compare in this connection conditions prevailing in other 
countries. 


Percentage of cash and other items of cash nature to 
total deposits. 


Country 

1929 

1930 

1931 

1932 

1933 

1934 

France 

15*8 

18 8 

29*8 

25*9 

21 0 


Germany 

46 

5*1 

5*8 

5*4 

— 

— 

England and Wales 

25 2 

23*9 

22*9 

21*7 

22-0 

— 

{Canada ... ... 1 

17*2 

16*7 

15*0 

15 3 

14-7 

16 I 

f United States 

13*0 

16 2 

15 3 

14*0 

I(3-I 

— 

Australia ... ... 

14*6 

20 7 


15*4 

18-3 

— 

New Zealand ... 

12*9 

136 1 


7 5 

1 8-6 j 



See Commercial 1929-31— pp. XLIII— XLIV. 











268 INTRODUCTrON TO MONEY, EXCHANGE AND BANKING 


proportion which may be considered adequate in a 
country like England with a highly developed bank- 
ing organisation and accustomed to the use of v 
cheques, ma}’- be regarded as inadequate in a coun-f 
try like India. “An Indian Reserve, such as they 
appear to keep, of from i8 to 20 per cent, would be 
respectable, for example, in England. But in such 
a country as India where banking is ill-established 
and hoarding more than a memory, the proportion 
held in reserve seems somewhat lower than perhaps 
it ought to be. Possibly, exchange banks have 
already been in smooth waters longer than is for 
their goods. Now, that the proportion is even 
less — II to 13 per cent — it is extremely necessary 
that the exchange banks should be compelled by 
law to maintain a fixed minimum percentage of cash 
balance to their total deposits in India and should 
not be allowed to disturb the statutory proportion 
by events affecting their position outside of India. 

The Presidency Banks. We have already 
hinted^ at the establishment of the three Presidency 
Banks in the nineteenth century. They were private 
institutions but, in lieu of the capital subscribed 
by the East India Company and the monopoly of 
Government banking including the privilege of 
note-issue entrusted to them, the Secretary and 
Treasurer of the banks were appointed by the 
Government. The Government also imposed severe 
restrictions^ upon their business, e. g. they were not 
allowed to deal in foreign exchanges or to raise 
funds outside India. They were not allowed to 
give loans for a period longer than six months or 
to make advances on the security of immovable 
property or upon promissory notes unless they bore 

1 Keynes — Indian Currency and Finance — p. 216. 

2 Chapter XIV. 

3 These restrictions added to the safety of the Banks especially 
at a time ^Yhen the country was faced with banking crises. 
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the endorsement of two independent names. They 
could not give loans upon the security of goods 
imnless either the goods themselves or titles to them 
Twere deposited with them as security. The power 
of note-issue was taken away from them in 1862 
and the Government balances withdrawn in 1876 to 
be put in a separate reserve maintained by the 
Government and called the Independent Treasury 
System. Although the banks continued to receive 
deposits, discount inland bills and manage the pub- 
lic debt of India, it was realised that their popula- 
rity was confined to the presidency towns or, at the 
most, few commercial centres in their respective 
territories and that there was no co-ordination bet- 
ween them at all. They w^ere reluctant to start 
branches except in places where they were certain 
^to be profitable. They did not possess sufficient 
funds for financing the trade of the country. Bills 
that had been discounted in India had to be re- 
discounted in London which was not often practi- 
cable. There was thus stringency of money in the 
busy season and redundancy in the slack season 
causing violent fiuctuations in the rates of interest 
and discount called the ■peaks and troughs. The 
Government controlled currency by its monopoly of 
note-issue while the credit was controlled, if it was 
controlled at all, by the Presidency Banks and there 
was no connection between the two. The Govern- 
ment maintained their own Independent Treasury.^ 
The surplus of Government revenues was locked up 
at headquarters where it was allowed to rot espe- 
cially at a time when its presence was most keenly 
felt in the market. The Government were reluctant 
to make these funds available to the Presidency 
Banks for the simple reason that they did not wish 
^ to entrust public money to private institutions and 
to create a false sense of confidence in the Govern- 
ment. 

1 The system T\’as abolished in 1921. 
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111 short, as Mr. Keynes put it, with no central 
reserve, no elasticity of credit currency, hardly a 
re-discount market, and hardl}^ a bank rate policy 
with the growth of small and daring banks, great' 
increase of deposits, and community not habituated 
to banking and ready, at the least alarm, to revert 
to hoarding even when it was seemingty abandoned 
there were to be found most elements of weakness 
and few elements of strength.” 

The Imperial Bank. In order to extend bank- 
ing facilities and to bring about a better under- 
standing between the different members of the 
money market, many schemes for the estabhshment 
of a Central Bank were put forward but the idea 
did not materialise until the three Presidency 
Banks were amalgamated into the Imperial Banks 
in 1921. The capital of the Imperial Bank is 
Rs. 11.25 crores divided into shares of Rs. 500 
each. The paid-up capital and reserve on the 31st 
December, 1934, were Rs. 5-62 crores and Rs. 5’35 
crores respectively. Its governing bod33 which 
is responsible for general superintendence and 
control of Bank’s affairs, is called the Central 
Board. There are three other Boards at Bengal, 
Bombay and Madras which are known as lyocal 
Boards. They are elected b}^ the share-holders and 
carry out the pohcy of the Central Board in the 
light of conditions prevailing in their respective 
territories The Central Board of Directors consists 
of : — 

{a) the Presidents, Vice-Presidents and the 
Secretaries of the Bocal Boards ; 

[b) one person elected from amongst the 
members of each Bocal Board ; 

(c) a Managing Director and a Deputy 
Managing Director appointed by the 
Central Board ; and 
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\{d) not more than two non-officials nominated 
the Governor-General-in-Council. 

Representatives of any new Rocal Board which 
may be constituted may be added at the discretion 
of the Central Board. The Deputy Managing 
Director and the Secretaries of the Local Boards 
are entitled to attend the meetings of the Central 
Board but are not entitled to vote. The Deputy 
Managing Director is entitled to vote in the absence 
of the Managing Director. The Governor-General- 
in-Council nominates an official to attend the meet- 
ings of the Central Board but he is not entitled to 
vote. 

The Bank, until recentty,’ enjoA’ed Government 
balances free of interest and acted as a Government 
banker in all other respects, viz ; remittance of funds 
on behalf of and advancing loans to the Government 
and management of Public Debt. It also ex- 
ercised certain central banking functions. Thus 
it held deposits for other banks which regarded 
them as part of their cash balances and made ad- 
vaiices to other banks under certain conditions. 
“The presence of a bank whose presence and 
stability were b.eyond aU doubt and which could 
keep their cash balances was expected to have a 
very uplifting effect on local banks.”- The bulk 
of ^ its business was, however, transacted with 
private customers. The bank was not allowed to 
make loans for a period exceeding six months and 
was debarred from making advances on the security 
of_ immovable property. The Bank has an office in 
London but it was not permitted to deal in 
foreign exchange except on behalf of the 
Government. The Bank was not authorised to 
1 borrow or receive deposits payable outside India 
" or to maintain a foreign branch for these purposes. 


1 Till the creation of the Reserve Baiih in April I935« 

2 Muranjau — Banlhig in India^ p. 78. 
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It was thus a purely commercial bank with private 
share-holders raised to the doubtful status of a 
central bank by the Government. The situation 
was b}^ no means satisfactory and steps had to be ' 
taken to replace it by a full-fledged central bank 
in April, 1935. Needless to say that most of the 
restrictions under which the Imperial Bank laboured 
have since been withdrawn.^ Its Central 
Board has been re-constituted so as to relax 
Government control. It has ceased to be the 
banker of the Government except in places where 
the Reserve Bank will have no branches. It has 
been freed from the previous sanction of the 
Governor-General to establish Bocal Head Offices 
and Local Boards and has been fully empowered to 
shape its financial policy. Man}^ other restrictions 
have also been withdrawn. For example, the 
Bank may now open branches, bu}'- and sell bills 
of exchange not exceeding g months if they relate 
to the financing of seasonal agricultural operations, 
borrow money and accept deposits from outside 
India, make advances against goods h5^pothecated 
to it and make advances and open cash credits 
on the securit}'- of approved shares, securities and 
debentures. The Bank will thus have a free hand 
for financing trade and commerce. But it will 
continue to occupy a privileged position as the sole 
agent of the Reserve Bank which is not fair to other 
banks. 

During its 20 years of successful career, the 
Imperial Bank has rendered useful service to the 
country. It has started 161^ branches 26 of which 
are situated in places where ba'iiking^f^lilTes were 

1 Vide The Imperial Bank Amendment Act of 1934. 

2 The Presidency Banks before amalgamation had 54 branches. 
The Imperial Bank Avas lequired to open, within 5 veais of its establish- 
ment, 100 new branches of which one-fourth were to be at places directed 
by the Governor-General-in-Council. ‘‘To no part of the Imperial Bank 
Act of 1921 did public opinion attach greater importance than this under- 
taking to extend banking facilities.” Muranjan — Baiiluig in 
India, p. 78. 
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practically unknown before. With the help of 
Government balances entrusted to it, it has been 
enabled to re- discount inland bills on behalf of ap- 
proved firms and to give loans against promissory 
notes and over-drafts etc. It has also given the public 
QV&ry facility for remitting money between its 
branches at reasonable rates. The great differences 
which existed between the Hundi and Bazar Rates 
have now been reduced and huge divergences bet- 
ween Madras, Calcutta and Bombay money rates 
have been equalised to a great extent. The Bank 
has helped a number of banks in times of crisis, e.g., 
the Alliance Bank of Simla, and has cultivated re- 
lations with Provincial Co-operative Banks by allow- 
ing them the advantage of over-draft system. 
Nevertheless, its business and public usefulness have 
^not grown at the rate expected by the public. The 
"^deposits have decreased from Rs. 87 crores in 1920 
to Rs. 74 crores in 1934 inspite of its reputation as 
an Imperial Bank and its numerous branches It 
has not been allowed to take any part in financing 
the foreign trade of the country which has been 
attributed to a desire to protect the foreign exchange 
banks who have established a lucrative monopoly in 
this country. Even regarding the provision of 
finance to industries and agriculture it has not been 
able to fulfil the high expectations made in the 
beginning. With the help of free Government 
money averaging about Rs. 20 crores^ it has 

1 IMPERIAL BANK 

Government Deposits 

{Lakhs of Rs.) 


Year 

Deposits 

Yeai 

Deposits 

1921 

22.20 

1930 

13,91 

1926 

32,54 

1931 

15,96 

1927 

10.04 

3932 

19,08 

1928 

7,96 

1933 

5,82 

1929 

20,74 I 

1 

1934 

7,91 
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competed with rather than helped other members 
of the money market and they have made no 
secret of their resentment against the partial 
attitude of the Government. The Bank is' 
managed mainly by non-Indians who are less 
accommodating to their native clients presumably 
because they do not get sufficient opportunities of 
knowing much about their credit and character.* 
Allegations of discrimination as against different 
classes of customers, industries and places were made 
and fully substantiated b}'’ witnesses before the 
Banking Enquiry Committee. It has not given 
sufficient opportunities for training Indian 
apprentices or to appoint Indians to superior 
posts of trust and responsibility. It was not 
allowed to issue notes with the result that the gulf 
between credit and currency policies remained as 
wide as ever. 

Co-operative Banks. Whether in urban or in 
rural areas, a Co-operative Bank means a small 
societ37- or a credit institution for providing 
financial accommodation to its members on _ a 
co-operative basis. These banks in India are 
established under the Co-operative Societies Acts 
of 1904 and 1912. Their origin may be attributed 
to a desire on the part of the Government to 
protect the poor agriculturists against the exploita- 
tion of the money-lenders and to provide them with 
necessary credit at reasonable rates of interest. 
They also aim at educating the poor in the 
principles and practice of co-operation and thrift." 

1 For further indictment of the Bank on this point lead Mr. T. 
Goswami’s Minute appended to the Report of the External Capital 
Committee^ p. 24 and the Minority Report of the Indian Banking 
Enquiiy Committee— 263-2G5. 

2 Which are:— “That an isolated and poweiless individual can 
by association with others and by moral development and mutual 
support, obtain, in his o^Yn degree, the mateiial advantages available 

( Contd, on page 275 ) 
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"The main results achieved may be said to be the 
provision of a large amount of capital at reasonable 
irate of interest and the organisation of a system 
^f rural credit which, carefully fostered, may yet 
relieve the cultivator of that burden of usury which 
he has borne so patiently throughout the ages. 
Knowledge of the co-operative system is now 
widespread; thrift is being encouraged; training in 
the handling of money and in elementary banking 
practice is being given. Co-operative Banks have 
also been established in urban areas where they are 
rendering useful service to the middle classes in gene- 
ral and to small traders and craftsmen in particular. 


The original idea of co-operative credit lies in 
making available to the needy the surplus of the 
^ well-to-do through the medium of the society but 
in Indian villages the well-to-do and the needy form 
rather distinct groups — the former dominating and 
exploiting the latter. Thus, instead of comprising 
more- or less all sections of the population, the 
societies are often made up of the need)’- section 
onty, at any rate, very largely. Even otherwise, 
the slender savings of the well-to-do would not be 
enough to meet the wants of the needy and each 
society is not, therefore, able to be self-sufl&cient, 
making available the deposits of its wealthy members 
for the benefit of their less fortunate brethren. Hence 
funds have to be raised from outside. The structure 
of co-operative credit consists of- the Provincial^ 

1 Beporfc of the Eoyal Commission on Agriculture in India, 
pp. 447. 


{ Conid. from page 274 ) 

to Avealthy or powerful pereons and thereby develop himself to the 
fullest extent of his natural abdities. By the union of forces niateiial 
advancement is secured and by united action self-reliance is fosteied, 
and it is from the interaction of these influences that it is hoped to 
attain the effective realisation of the higher and more prospeious 
standard of life v^hich has been chaiacteiised as “better business, 
better farming and better living .”— Commiiiee Report — 
para 2. 
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Banks at the apex, the Central Banks which are 
affiliated to the Provincial Banks, and the Primary 
Societies which are mostly affiliated to the Co- 
operative Central Banks. 

The Primary Societies form the basis of the 
financial structure. They are associations of borrow- 
ers and non-borrowers — all residents of one locality 
mostly shaped on the principle of unlimited liability. 
The knowledge that the members are severally and 
collectivel5^ responsible for the debts of the society 
makes them vigilant and serves to protect the 
creditors. They raise their funds from among their 
members in the form of entrance fees, share capital 
and deposits. In some provinces e.g., the Punjab, 
the United Provinces, Madras and Burma, share 
capital plays an important part whereas in other 
provinces the share and non-share societies exist side 
iDy side. The Central Banking Committee are of the 
opinion that “the encouragement of subscription 
to share capital by members as a method of collec- 
tion of saving is to be preferred to a system of 
compulsory deposits.” Additional funds are raised 
from outside public as deposits and from the 
Co-operative Central Banks to whom they are 
affiliated. The societies lend money to their 
members only. Most of their work is done through 
agencies of an honorary character. Tow dividends 
and voluntary services result in low cost of 
management and enable the societies to carry a 
substantial portion of the profits to the reserve fund 
which is a good safeguard against unforeseen losses 
and bad debts. 

The Central Banks are federations of primary 
societies in specified areas and are usually located in 
an important town of each district. Membership is 
open to private individuals also. They finance 
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primary societies and guide and co-ordinate their 
activities. In addition to their own capital, they 
^collect money from the public in the form of 
deposits and from the Provincial Banks for the 
use of Primar}’- Societies. "There has been a 
considerable increase in the number of societies 
affiliated to some of the central banks; there is 
one bank which deals with as man}’- as 680 societies. 
Where such expansion has taken place the work 
has become unwieldy and the co-operative character 
of the bank tends to become slender. In 
such cases even if the central bank is to be 
retained it seems necessary that societies should 
be grouped into banking unions.”^ 

^ The Proyincial-Banks are likevdse federations of 
'^ entral Banks o f a Province. They obtain their 
finance mainly ffoin^eposits from the public, from 
joint stock banks and from the Reserve Bank if 
necessary. They finance the Central Banks and act 
as balancing centres to them. The Indian Provincial 
Co-operative Banks Association co-ordinates their 
activities and supplies information to them about 
the financial requirements of banks. "As a Provincial 
Bank is virtually in the position of a Reserve Bank 
in that province it should give a correct lead to 
the other co-operative banks on banking and 
financial matters. It should serve as a develop- 
ment department for the co-operative movement 
and should take an active part in helping pri- 
mary units to broaden their basis in the reorga- 
nisation of the movement and in the extension 
"^of principles of co-operation to other spheres. By 
interesting themselves in all activities calculated 

1 Statutory Bepori of the Eeserve Bank, pp. 19-20. 
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to tone np, consolidate and expand the movement, 
the provincial banks will make themselves far 
more useful than if the}^ restrict their role to^ 
finance only."^ 

One more part in the structure of co-operative 
credit which seems to be eminently desirable is 
an Apex All-India Co-operative Bank to serve as 
a central bank to all the co-operative credit in- 
stitutions of the country. So far, however, such an 
All-India Bank has not been started but it is 
hoped that, with an increase in co-operative 
business, the estabhshment of the Apex Bank 
will not be long dela3^ed. 

It will be realised that the Co-operative Credit 
Movement aims at mobilising money from all the 
possible sources for the benefit of the Primary 
Societies. Its benefits are, therefore, practically 
restricted to members only. There are at present 
(1932-33) 88,705 societies of all descriptions in British 
India for a population of 269-5 milHons which means 
about 33 societies per 100,000 inhabitants. The 
Native States claim 16,557 societies for a population 
of 38.8 millions which works out at 42.6 societies 
per 100,000 people. Corresponding figures for the 
whole of India are 105,262 societies for a population 
of 308.3 millions or about 34 societies per 100,000 
people. They claim over 4 milHon members with 
a working capital of over 115 crores of rupees which V 
works out at 49 annas per head of population. Other 

1 Statutory Report of tlie Reserve Bank, p. 20, 
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relevant figures relating to co-operation in India are 
given below : — 



Number of 
Societies. 

Number of 
Members. 

V^orking 

Capital. 

Agricultural Societies, 




British india 

78,004 

2,577,850 

30,96,57,601 

Native States 

14,499 

460,750 

3,42,16.858 

Total 

92,503 

3,038,600 

34,38,74,469 

Kou-Agricultu} al Societies, 




British India 

8,3SS 

1,038 36 1 

16.45,30,960 

Native States 

1,924 

195,734 

3,07,85,108 

Total 

10,912 

1,234,095 

18,53,16,068 

Grand Total 

103,415 

1 

4,272,695 

52,91,90,527 

Prorincial Banls 




British India 

s 

18,750 

10,65,98,150 

Native States ... 1 

2 

1,697 

84,15,537 

^ Total 

10 

20,447 

11,5013,707 

Central Banls 




British India 

495 

153,493 

28,66,02,744 

Native States 

99 

26.473 

2,75,80,612 

Total 

597 

179,966 

31,41,83,356 

Supervising and 

j 



Guaranteeing Unions 

988 

37,190 

20,03,11,038 

Grand Total ... 

I05,I00i 

45,10,298 

115,86,98,628 


These imposing array of figures, however, do 
not reveal the real state of affairs and a closer scru- 
tiny shows that the position is far from satisfactory. 
One-third of agricultural societies are classified as 
D or E which means that they were not working 
properly or were on the verge of liquidation. 

On the famihar assumption that a rural family 
consists of 5 members on the average, the mem- 
bership of 4 millions means that about 20 million 
people in India have been touched b}'' the Co- 
operative Credit Movement. Considering, however, 


1 Excluding Insurance Societies. 
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that 224 millions of persons, representing 71 per 
cent of Indian population, are supported by agri- 
culture and that rural indebtedness is about Rs. 600, 
crores, the Movement does not appear to have done 
much to ameliorate the economic distress of the 
masses. Its progress has also been retarded for want 
of proper understanding of co-operative principles. 
For instance the members do not take much interest 
in the working of societies which are virtually con- 
trolled and administered b}^ officials. The number 
of defunct, cancelled and under liquidation societies 
is on an increase every year and those wdiich are 
working are not doing large business on account of 
frozen assets. Loans given to members are gene- 
ralty inadequate and are recovered with great 
difficulty. Partiality and nepotism destroy the 
loyalty of members and high rates of interest oftenij, 
compel them to knock at the door of the sahukar. 
Moreover, “the fundamental principle of true coope- 
ration is lacking. Overdues are highly excessive. 
Audit is defective. Control is inefficient.”'^ No 
wonder, therefore, that the village money-lender is 
still the principal source of finance for the rural 
population.^ 

Another cause of the failure of the co-operative 
movement is the failure to realise that credit 
organisations alone can never provide an effective 
remedy for the indebtedness of the cultivator. His 
position can only be improved if the full force of 
the co-operative movement is brought to bear on 
him at every point in the sphere of education, of 
better living, of better farming and of marketing. 

1 Evidence of the Managing Governor of the Imperial Bank before 

the Central Banking Enquiry Committee. r 

Also read pages 136-140 (7. B. E. (7. R. 

2 For a more critical analysis of the present position and sugges- 
tions for reform read the Statutory Report of the Reserve Bank 

pp. 21-28. 
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Land Mortgage Banks. The co-operative 
societies give loans for short periods only but the 
''agriculturists also require money both for the 
purpose of redeeming their past debts and for 
improving their lands which they cannot normally 
repay in a short period. Hence, the problem of 
long-term credit is of equally great importance 
especially, to the land-holding classes. This problem 
is attempted to be solved through Land Mortgage 
Banks. These banks are generally of three 
kinds — "The strictly co-operative is an association 
of borrowers who raise credit by the issue of 
mortgage bonds bearing interest and made payable 
to' bearer and is well-illustrated in the German 
Landschaften. The commercial type is represented 
by the Credit Foncier of France which works for 
/^profit and declares dividends. The third fype-— 
the quasi-co-operative, has a mixed membership 
of borrowers and non-borrowers, operating oyer 
fairly large areas and formed with share capital 
and on a limited liability basis.” The commercial 
land mortgage banks may perhaps be better suited 
to financing big landlords or Zemindars. So far as 
relief to small agriculturists and owners of small 
holdings is concerned, the co-operative type is the 
most suitable. The poor ryots with small holdings 
cannot secure credit except through organisations 
based on mutual association and guarantee, and the 
co-operative land mortgage bank is a le^timate appli- 
cation of that principle. The Indian banks are 
organised on the co-operative principle although, 
strictly speaking, they are quari-co-operative in 
character.* They are conceived as limited liability 
associations of borrowers with a few non-borrowing 
individuals thrown in for attracting initial capital 
as well as the business talent and organising capa- 
city needed to make the management eflicient.^ As 
these banks require large sums of money for long 

1 Central Banking Enquiry Corarnittee pp. 156. 
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periods, a part of the capital is raised from the 
shareholders and the rest is subscribed or guaran- 
teed by the Government. As against ordinar}?-^) 
credit societies with unlimited liability where 
greater emphasis is laid on mutual knowledge of, 
and control over one another, in the case of hand 
Mortgage Banks with limited hability, greater care " 
has to be exercised in the selection of directors who 
should be perfectly business-like and competent to 
evaluate property and to enforce prompt repayment 
of loans. 

At present there are lo co-operative land 
mortgage banks in the Punjab. Two of these 
operate over whole districts, the rest confine their 
operations to a single tehsil. Bombay has 14 land 
mortgage societies which have only recently started 
their operations. Bengal has 5, Assam has 5 while 
Madras has 95 primary land mortgage banks and a 
central land mortgage bank has been started 
recently. These banks advance loans for the 
redemption of old debts, improvement of land and 
methods of cultivation and the purchase of land in 
special cases. The bulk of the funds of these banks 
will have to be raised by debentures and for this 
purpose there will have to be in the Provinces 
central land mortgage banks as in Bombay and 
Madras. Government will also have to guarantee 
interest on debentures. 


The operations of the Band Mortgage Banks 
and Societies in India during 1937-38 were as 
under ^ : — 


Number of banks or societies ... ... 201 

Number of members ... ... 62,389 

Share capital ... Es. ^3,62,151> 

Debentures from the public ... „ 34,04,050 

Debentures from the Government ... „ 99,650 


1 India Year Booh^ p. 427. 
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Deposits 

Eeserre end other funds 

Loans 

r 

Working capitals 

Loans made to individuals 

Loans made to Banks and Societies 

Profit 


Rs. 5,25,384 

3,96,636 
., 1,90,99,760 

„ 2,58,87,637 

„ 54,99,027 

„ 14,94,398 

„ 47,098 


Post Office Savings Banks. These banks have 
be en created to inculcate the habit .of thrift among. 

the wo rking' classes and the middl e a nd Jower 

sectio ns of th e community. Government Savings 
B'ahki were established in the Presidency towns 
between 1833 and 1835. The system was extended 
to selectedr^^rict ~tfeasuries in 1870. The Post 
Office Savings Banks, opened in all parts of 
India in 1882 and 1883, absorbed the district 
^ savings banks’ business in 1886 and that of the 
' ' Presidency savings banks in 1896.^ At present 
the whole of the business of the savings banks^ is 
a branch of postal administration. They provide 
facihties for saving and investment in four ways 
viz., (i) by receiving deposits in their savings 
banks, (2) by_issuing Postal Cash Certificates, (3) 
b37_purchase.and sale of Government securities for 
the public fr ee of ...charge„ and {4) by ofiering_.life:_ 
insurance policies to.. Government servants an d to . 
permanent, employees of all universities established 
bv~Gover nmeiit..^.~,They have been extremely popular 
amongThe professional classes and the intelligent 
middle class people. The amount of deposits 
increased from Rs. 4 crores in 1900 to Rs. 12 crores 
in 1914. The progress was arrested during the "War 
but the money again started flowing in in 1918-19. 
On the 31st March 1934, the total of savings 
.deposits with the post offices was over Rs. 5 ^ 2‘3 
'1 millions. The number of post offices doing savings 
bank work in that year was 23,700 and the number 


1 Findlay Shirras — Indian Fmance and Banking^Y^, 380. 

2 Jain — The Monetary Prohleins of India^ p. 128. 
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of depositors was over 30 lakhs and average deposit 
per head was Rs. 170. The Postal Cash Certificates 
particularly have been instrumental in drawing 
out a considerable amount of savings of poor people 
to whom perhaps no other means of investment 
would have proved attractive. In order to prevent 
the progress from being inconveniently brisk, the 
Government have put limits on the deposits that 
can be made and the balance that can be held by 
a single depositor which are, at present, Rs. 750 
and Rs. 5,000 respectively — the limit of balance in 
the case of minors being Rs. 1,000 only. These 
restrictions do not seem to be justified because the 
existing facilities are by no means excessive. There 
are, at present, about 12,846 banks scattered over 
about ^ 00,000 villages, that is, one bank to every 
40 villages. “In many cases, nearest post office 
savings banks are situated at a distance of about 
10 or 12 miles from the village which means that 
the people must walk over 20 miles before they can 
deposit or withdraw their savings.” Comparative 
statistics of the Postal Savings Banks of other 
countries^ show that, notwithstanding the popularity 
of this form of investment in India, the deposit 
per head of population is only Rs. 2 which is 
certainly not very satisfactory. 


I STATISTICS redating TO POST OFFICE SAVINGS BANK 
DEPOSITS OF THE PRINCIPAD COUNTRIES OF THE WORDD. 


Country. 

Total Deposits 
(approximate). 

Deposit per head 
of population 
(approximate). 


Rs. 

Rs. 

Canada 

63,000,000 

6 

India 

511,000,000 

2 

Italy ... ... 1 

2,676,000,000 

62 

Japan 

3.832,000,000 

47 

Newzealand 

700,000,000 

456 

United Kingdom 

4,380,000,000 

98 

United States 

3,344,000,000 

24 
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It is, therefore, suggested that the existing 
restrictions should be relaxed subject to suitable 
, precautions regarding sudden withdrawals. The 
^ increase of interest, however, above the rates 
normally allowed by other banks does not seem to 
be desirable. People have also urged the adoption 
of cheques but the Central Banking Knquiry 
Committee do not favour this proposal on the 
ground that it would prevent the joint stock banks 
from opening branches at suitable places and that 
the Post Office would be unable to find, on its 
present scale of salaries, trained men who could be 
trusted with the work. If higher salaries were paid, 
the operation ,of the department would become 
prohibitively costly.^ In order to meet the 
grievance that there is, at present, too great a 
diversion of funds outside the districts, some of 
the money collected through post offices may be 
placed at the disposal of co-operative societies or 
advanced as takavi to individuals.® 

STATISTICS SHOWTNC THE PROGRESS OF THE POSTAL 
SAVINGS BANKS OF INDIA. 


(fn lakhs of rupees) 


Year 

Deposits 

With- 

drawals 

Interest 

Net 

increase 

Amount 
Outstanding 
at the end 
of the year 

I<)25-26 

19,05 

18,19 


1,59 

27,23 

1926-27 

20,38 

18,89 


2,28 

29,50 

1927-28 

23,14 

20,84 


3.16 

32,66 

1928-29 

26,24 

25,39 


1,82 

34.49 

1929-30 

26,25 

24,63 


2,64 

37,13 

1930-31 

24,36 

25.50 


10 

37,02 

1931-32 

27,39 

27,29 


1,18 

38,20 

1932-33 

30,96 

26,86 


5,25 

.43,44 

1933-34 

. 36,87 

29,39 

1,28 

8,78 

52,23 

1934-35 

38,67 

37,26 

1,34 

2,75 

58,30 

1935-36 

46.33 

38,88 

1,50 

8,95 

67,25 

. 1936-37 

43,38 

37,40 

1,45 

7,43 

74,68 

» 1937-383 

_ 

43,27 

39,76 

1,46 

4,97 

79,65 


1 Bovihay Banking Enquiry Commit tee Report ^ paras. 290-291. 

2 Central Banking Enquiry Committee Repoi t^p* 

3 Excluding Burma ^^nich has been separated from India, 
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Except 1930-31, deposits invariably exceed 
withdrawals. It is also interesting to note that, 
although the popularity of the saving banks was- 
not affected by the reduction of the rate of interest 
from 3 per cent (at which it had stood for 28 
years) to 2-|- per cent in November 1933, there 
has been a noticeable fall in net deposits in 
recent years possibly owing to a further fall in the 
rate of interest to 2 per cent with effect from 
ist July, 1936. On the whole the net deposits 
increased by substantial amounts even during the 
gloomy days of the economic crisis. This indicates 
that, inspite of the depression, considerable small 
savings are being accumulated and it undoubtedly 
lends support to the view that some of the 
proceeds of hoarded gold are finding their way 
into investments. Similarly, the value of Postal 
Cash Certificates has increased from about Rs. 9 
crores in 1917-18 to about Rs. 64 crores in 1937-38. 

Deficiencies of the Indian Money Market.^ 
Having explained the structure of the Indian 
Money Market, it remains for us to examine its 
deficiencies. In the first instance, the growth is 
not commensurate with the size and natural 
resources of the country as the following figures 
will show: — 

1 These detects existed before 1935 and many of them have dis- 
appeared since. This section has been purjiGsely retained in order to 
enable a student to appreciate the conditions before and after the 
inauguration of the Eeserve Bank. 
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3 Relate to number of Commercial inclndin;? National, State fconinicrcial) and private banks and Loan 
and Trust companies existing in 1932 . Ouing to the system of licensing introduced in 1933 , the number of 
licensed banks is reported to be only 19 , 829 , 
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While ill the United Kingdom there is one 
commercial banking office after every 7 square 
miles and for every 3,424 heads of the population, ^ 
in India there is one to every 1,775 square miles'^ 
and for ever}’- 329,598 heads of the population. 
Banks in the villages are conspicuous iDy their 
absence and even the urban areas are deprived of 
modern banking facilities because only 339 
out of a total of 2,300 towns possess a bank or 
a branch or agency of a bank. Such banks as 
exist are very small as compared to similar 
institutions of other progressive countries. The 
deposits of all the commercial banks are only 
Rs. 228 crores, that is, Rs, 6 per head of the 
population. This compares very unfavourably 
with the deposits per head of other countries 
including other, and perhaps less important, 
members of the British Empire like Australia, ^ 
Canada, New Zealand and South Africa. This 
may be attributed to the inadequacy of facilities for 
attracting small deposits and to the pernicious 
habit of hoarding which still persists. Secondly, 
credit has not been thoroughly studied and 
specialised in all its various forms. There is no 
industrial bank and the commercial banks often 
find themselves involved in a type of work foreign 
to them. "They accept short period deposits only 
which should be utilised for financing commerce 
only but, in the absence of regular industrial banks, 
the ordinary banks are forced to lend to industrial 
concerns with the result that while the genuine and 
growing needs of the country are to this extent 
starved, the banks having neither the inclination 
nor the time nor knowledge to scrutinise such 
security as the industries offer, often find themselves 
involved in transactions of an imprudent} 
character.”^ Similarly, there is no satisfactory 
banking provision for the financing of one great 

1 Wadia and Josi — Money and Money Marlet in India— V, 394. 
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industry of the country viz: agriculture. The 
cultivator still lives on the mercy of the sahukar 
who continues to lend at a high rate of interest 
>and frequently manages to purchase the ' produce 
at low prices. “If the producer has to pay 
anything from 25 to 100 per cent for his finance, 
the inducement to produce is wanting; for it 
means that all he makes over and above his bare 
living goes to bis creditors. The secret of 
successful industry is to buy your finance cheap 
and to sell your produce dear. The Indian buys 
his finance dear and sells his produce cheap. His 
creditor generally fixes the price of both. The 
ryot feeds the financier in the fat years and the 
Government feeds the ryot in the lean. Trade 
flourishes on the labour of the backward people, 
for three-fourths of the people of India are unable 
to pay their debts. Thirdly, it will be clear from 
the above table that branch banking is still in its 
infancy. Its extension is more a curse rather than 
a blessing to the rural areas because funds 
attracted there in the form of deposits are seldom 
utilised for their own benefit. They are sent out 
to big commercial towns for financing urban trade 
and industry. Fourthly, the credit system is inelastic 
for any extra demand for currency is not met by 
the expansion of banking credit. The Government 
has a monopoly of silver and paper money but, 
since it does not keep in direct touch with trade 
and commerce, it is impossible to put just as much 
currency in circulation as is required by the 
market. At any rate, there is no connection 
between the legal tender currency created by the 
Government and the credit currency created by 
the banks in pursuance of trade requirement.-' 

1 Evidence of Sir Daniel Hamilton before the Ghambeilatn 
Comimssioji, Appendices, Vol. IT, p» 524. 

2 This defect, it is hoped, ^vould disappear now that the Reserve 
Bank has seen the light of the day. 
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That the two may go in opposite directions is 
amply proved from what happened after the War. 
The Government began a policy of deflation of 
currency. During the years 1919 to 1921, more^ 
than 34 crores of rupees were withdrawn from 
circulation, that is, more than 10 per cent of the 
total volume of currency in active circulation. 
But deposits stood at about Rs. 226 crores on 
31st December 1920, that is, at a much higher 
figure than on a corresponding date in 1919 and 
the figure was reduced by Rs. 6 crores only by 31st 
December 1921. It may be pointed out that the 
greater portion of the deflation of currency took 
place in 1920 when the deposit currency instead of 
contracting was expanding.^ The Government 
also controls (or until lately controlled) the 
money markets by its power of purchasing exchange 
and of issuing treasury bills. That this was not ^ 
regarded wholesome is sufficiently borne out by 
the following statement of the Hilton Young 
Commission — “The Government controls the 
currency. The credit situation is controlled, as 
far as it is controlled at all, by the Imperial Bank. 
With divided control there is likelihood of divided 
counsels and failure to co-operate.”^ Another 
difficulty arising from dual control manifests itself 
in the separation of banking and currency reserves 
which narrows down the basis of the credit structure. 
The currency reserve is itself divided ' into two 

parts, one of which— the Gold Standard Reserve 

is meant to secure the external convertibility of 
the rupee and the other — the Paper Currency 
Reserve — to secure the internal convertibility of 
notes into rupees. The provision for expandino- 
currency in the busy season is inadequate. The 
Imperial Bank is allowed to borrow a maximum 

1 Vakil and Muranjan — and Prices in India— 531 , 

2 See also the report of Foreign Experts appended to the 'Rennvt 

of the Central Banking Committee, p. 648. ^ 
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of Rs. 12 crores from the Controller of Currency 
with which to discount seasonal bills of exchange 
but the limit of Rs, 12 crores is verj^ small because it 
only about 3 per cent of the total export trade 
of the country. Hence, dissociation of note-issue 
from banking, scanty cash balances held bji' the 
banks and the restricted use of cheques, all add to 
the rigidity of the currency system. Fi fthly, there 
is a deplorable lack of co-ordination between the 
different members of the Money Market. "Some of 
the joint stock banks regard the foreign exchange 
banks as formidable rivals on account of their 
large resources and their ability to attract deposits 
at more favourable rates of interest than the joint 
stock banks themselves. The penetration of the 
foreign exchange banks into inland business both 
at the ports and in the interior is also naturally 
looked upon by the Indian banks as an en- 
croachment upon the latter's proper field of 
activity."^ There is no regular connection between 
the joint stock banks and the Imperial Bank nor 
between the co-operative banks and the indigenous 
bankers and mone3’'-lenders. Infact, there is a 
growing feeling among the joint stock banks and 
the Imperial Bank that the co-operative banks 
are beginning to compete with commercial banks 
and indigenous bankers in forms of banking which 
are outside co-operation, that is, opening current 
accounts, purchasing drafts, and selling remittances, 
etc. The Imperial Bank, which was until lately, the 
only co-ordinating agency between the component 
parts of the banking system, was looked upon 
more as an unfair rival than as a friendly 
co-adjutor. It has miserably failed to inspire 
public confidence owing to its policy of racial 
't discrimination and owing to its desire to compete 
with rather than help the institutions it is supposed 


1 Central Banling Miquiry Committee Report, p. 394, 
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to protect. Sixthly, with banking system so 
loosely organised one is not surprised to find that 
“a call rate^ of J per cent, a hundi rate^ of 3 pet 
cent, a bank rate^ of 4 per cent, a Bombay bazar 
rate* for bills of small traders of 6f per cent, and 
a Calcutta bazar rate for bills of small traders of 
10 per cent’' can exist simultaneously showing 
extraordinary sluggishness in the movement of credit 
between the various markets.^ It is a well-known 
fact that if banking is to render effective assistance 
to production, trade, and commerce it should secure 
stability in the rate of money, or in other words, 
in the charge for the use of capital. Violent 
changes in the rate for money indicate financial 
instability and cannot help the development of trade 

1 The Call Money Rate is the rate for surplus money seekin^^ 
employment for a very short period, say 24 hours, and repayable at the 
option of either the lender or the borrower. 

2 The Imperial Bankas Hundi Rate is the rate at which the 
Imperial Bank will discount or re-discount first class three months 
bills. 

3 The Bank Rate is the rate at which the Imperial Bank will 
ordinarily advance money against Government securities 

4 The Bazar Rates are those at which the bills of small tradeis aie 
discounted by shroffs in different centres. 

5 Latest figures of Indian Money Rates confirm this statement. 




CALL 

M.ONEY 

Imperial 

Bank 

bazar bill 

Month. 

Bank 

RATE. 

RATE. 

Rate. 

Galciitia. 

Bombay, 

Hundi 

Rate. 

Calcutta. 

Bombay. 



Per cent. 

Per cent. 

Per cent. 

Per cent. 

Per cent 

Per cent 

April, 1932 

6 

3.1 

51 

6 

7S 

6 

Deer , 1932 

4 

H 

I 

4 

6—7 


April, 1933 

3 J 

i 

2 

31 

6—7 


Deer, 1933 

BV 

2 

2 

1 3.1 

6—7 

2-S 

Mareh 1934 

31 

T 1 

X 

21 

' 3.V 

6—7 

6 




BANKING AND THE INDIAN JIONEY MAKICET 


293 


and industry. That Indian nione3^ rates are very 
V unstable can be easity proved by taking the rates 
discount of the Imperial Bank for the last few 
years. 


Bank Bates of the linperial Bank a?id ike Ba7ik of 
Evgla7id compared. 


Month, 

1930-31 

I93U32 

1932-33 

1933-34 

1934-35 

. 

tJ C 
Ol a 
gCQ 

o'g 

^ CC 

to f- 

CQiS 

E ^ 

Bank of 
England. 

to . 

V c 

Q, (0 
ECO 

Bank of 
En< 3 land 

1 • 

Q. C3 

Bank of 
England 

Imperial 

Bank 

Bank of 
England 

January 

6 

5 

6 

3 

s 

6 

4 

2 

31 


February 

6 

4-6 

6 

3 

7 

5-6 

4 

2 

3i 


March 

6 

3-9 

7 

3 

6 

4 

3^ 

2 

3^ 

... 

April , 

6 

3-5 

7 

3 

6 

3-3 

31 

2 



jsMay 

6 

3 

7 

2-7 

5 

2-7 

31 

2 


... 

^ June ... 1 

G 

3 

6 

2-5 

5 

2-5 

31 

*) 


.. 

]«iy 1 

G 1 

3 1 

6 

2-S 


2 

3^ 

2 


... 

August ' 

5 1 

3 1 

6 

4-5 

4 ’ 

2 

3A 

r 


... 

September 

5 I 

3 

7 

5 

4 

2 

3A 

2 



October 

5 

3 

S 

6 

4 

2 


T 



November 

5 1 

3 

S 

6 

4 

2 

3] i 

2 


... 

December 

6 ' 

3 

s 

6 

4 

2 

31 I 

2 j 

j -•« 1 



The fluctuations in the case of India are rapid 
and great and the difference between the lowest and 
the highest rates are marked. The seventh outstand- 
ing deficiency of the Indian banking system is the 
absence of a regular bill market. The banks prefer 
to lock up their assets in Government securities to 
investing them in commercial bills because in the 
absence of regular (licensed) ware-houses the former 
are much more safe and profitable than the latter. ’■ 
Even when bills are discoimted, in the absence of ad- 
equate re-discounting facilities, they are held till 
maturity and credit is consequently restricted. The 
'Hack of discounting and re-discounting facilities ac- 
counts for the slow growth of trade and commerce of 
the country. The absence of institutions for impart- 
ing expert banking education and of a comprehensive 
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banking law are also regarded serious drawbacks 
of Indian banking. It is very strange indeed that, 
while the Government have found it necessary to' 
exercise and retain strict control over Insurance 
Companies, they remain so pathetically indifferent 
in the matters of banking — a really more important 
type of credit institution. 

In view of the serious deficiencies of the Indian 
Money Market mentioned above, viz: undeveloped 
credit facilities which are mainly restricted to the 
urban areas, inelasticity of currency due to the 
separation of credit and currency functions, want of 
co-ordination especially between the Indian Moneys 
Market and the bankers working on European lines, 
and lack of concentration of reserves in the hands 
of a central institution, the Hilton Young 
Commission suggested the immediate establishment 
of a Central Bank — to be called the Reserve Bank 
— for India. 

Meaning of a Central Bank. Now, what is 
this Central Bank which has been agitating the 
public mind for over a century ? Why has it been 
regarded such an infallible remedy for the economic 
ills of a nation ? A Central Bank has been 
d^,ribed_as “the people’s agency to_ ,_gpyern their 
supply of currency and credit, free from any undue ~ 
influence of politics or profits.”^ Its principal task ^ 
consists in maintaining the stabihty of the value ^ 
of currency both internally as well as externally 

1 L. C. Jain — Reserve Banh for India, p. 1. 
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and in controlling the credit situation in the 
countr)^ including the rate of interest, at which 
credit would be available to trade and industr5^^ 

] “In the statutes of Central Banks adopted before the 
War, there is pciierally no mention of (he primary functions 
of a central bank; the "preamble or the opening articles usually 
contain a list of the operations the bank may or may not under- 
take. In the statutes drafted during the reconstruction "period after 
the War tlie main object of the bank is specified but tins is 
usually confined to the regulation of the monetary circulation with 
a view* to eii'^nring llic stable gold value of the currency. The 
definition of the gencinl o])jecti\c of the central banking s}"stcm in 
the recent statutes and amendments is con^^idcinbly more extensive, 
thougli striking difiVrcnccs characterise the formulation of this 
objective in various countries. Denmark alone affords an example 
of recent legislation defining the primary function of the central 
bank in terms similar to tlio^^e employed in the early post-w'ar 
period; according to Section I of the Law* of April Grh, amending 
the statutes of the National Bank, the principal aim of the Bank 
is to “maintain a safe and secure currency system in this country 
and to facilitate and regulate the traffic in money and the extension 
jjOf credit.” In the Argentine Law* of ^larch 2S th 1935, setting up 
a new* central bank, the objective though broadly similar to that 
stated in the Danish law*, is foimnlatcd difiercntly; it is stipulated 
that the Bank should “concentrated sufficient reserves to moderate 
die consequences of fluctuations in exports and investments of 
foreign capital on currency, credit and commcicial activity, in order 
to maintain the value of the currency.” 

“ In otlior countries, this objective is variously defined. Thus 
the preamble to the Bank of Canada Act of July 1934 'stipulates 
that the chief function of the Bank is “to icgulate credit and 
currency in llic best interests of the economic life of the nation, 
to control and protect the external value of the national monetary 
unit and to mitigate by its influence fluctuations in the general 
level of prod net ion, tnatfe, prices and employment, so far as may 
be possible w*itliin the scope of monetary action.” Similar but 
more extensive and specific views on desirable objectives for central 
bank policy are contained in the recommendations of the Eeport 
of the Aifstralinn Royal Commission on Ulonetarj'’ and Banking 
Systems. According to" this Report, the Commonwealth Bank should 
in the conduct of its business, make “ the reduction of fluctuations 
in general economic activity in Australia” its chief consideration. 
“The policy is not to fix the exchange rate and to require the 
economy in ordinary circumstances to adjust itself to that rate, 
but to keep the economy reasonably stable and to move the 
exchange rate, if necessary, as one means to that end.” It is 
further recommended that the Bank should regulate the volume of 
credit to the banks “so that the lattter wull be induced to maintain 
a level of advances and deposits tvhich will best serve the general 
objective of the Australian economy.” It is also added that the 
Commonwealth Bank should pay “some regard” to the distribution 
by the banks of the volume of credit among different industries 

. {Contd. on paffeQtbl) 
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The Task of a Central Bank. In order to 
enable a Central Bank to achieve the above objects, 
it is entrusted with the following functions ; 

1. The Right of Note-issue ; 

2. The Right to hold the Reserves of the 
Commercial Banks ; 

3. The Right to Buy and Sell Securities ; 

* 4. The Right to Discount. 

The right of note-issue enables the bank to 
combine functions of currency and credit and 
thus to regulate the total amount of money in 
circulation. This is necessary for maintaining the 
stability of currency both inside and outside the 
country. As a custodian of the reserves of 


and see that the credit provided is made available “at appropriate 
lates of interest.’^ In this connection, reference may also be made to an 
interpretation of the objectives of the monetary policy of the Federal 
Reserve System in the United States contained in a statement of the 
Board of Governors of August 2nd 1937» ^vhere it is declared that 
"'economic stability lather than price stability should be the general 
objective of the policy of the system, and “that this objective cannot be 
achieved by monetary policy alone, but that the goal should be sought 
through co-oidination of monetary and other major policies of the 
Government which influence business activity including particularly 
policies with respect to taxation, expenditure, lending, foreign trade, 
agriculture and labour.” 

“The definition of the objectives of the Reserve Bank of New 
Zealand as contained in Section 10 of the Amendment Act, 1936, 
represent a more striking departure from traditional definitions. The 
first duty of the Reserve Bank is stated to be as follows : “It shall be 
the general function of the Reserve Bank, within the limits of its powers, 
to give effect, as far as may be, to the monetary policy of the Govern- 
ment, as communicated to it from time to time by the Minister of 
Finance. For this purpose, and to the end that Ihe economic and 
social welfare of New Zealand may be promoted and maintained, the 
Bank shall regulate and control credit and currency in New Zealand, 
the transfer of money to or from New Zealand, and the disposal of 
moneys that are derived from the sale of any New Zealand products and 
for the time being are held overseas,^ ---League of Nations— Moiietarii 
Bevietv, 1937-38* 



BANKING AND THE INDIAN MONEY JfARKET 297 

commercial banks, it can supervise and co-ordinate 
the activities of all banks in the country and 
ensure their co-operation at all times. The right 
^to buy and sell securities facilitates open market 
operations, that is, enables it to expand the 
volume of currency in circulation by purchasing 
securities and to contract it by selling securities 
both to the public and to the member banks. 
At times credit restrictions are necessary to prevent 
excessive speculation and other unhealthy symptoms 
of trade or to correct adverse foreign exchanges. 
If commercial banks have huge cash resources the 
Central Bank may find it difficult to prevail upon 
them to restrict credit. Under such circumstances 
the Bank can reduce the market supplies of money 
b}’’ selling bills and securities on its own initiative 
^ in the open market until the discount rate becomes 
' <_5pctive. Thus, with the diminution of the 
available cash supplies, a policy of credit restriction 
can be forced on the commercial banks. The 
Bank can also purchase bills and securities which 
can increase the cash of the .commercial banks 
and thus a sudden stringency can be relieved at 
the initiative of the Bank and credit expansion is 
possible. Open market operations also help the 
Bank in investing its funds remuneratively under 
appropriate conditions and safeguards. The control 
over the discount or rediscount policy assists in 
regulating the amount of credit and in liquidating 
the assets of commercial banks. If a commercial 
bank is prudently managed and is sound, it can 
get loans from the Central Bank on approved 
short-term securities and can also get approved 
commercial paper re-discounted at the Bank. The 
grant of these facilities is a unique service rendered 
^by Central Banks. The Central Bank's discount 
rate (or simply. Bank Rate) i§^ also an effective 
means of stopping the outflow of gold from the 
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country, for, by raising it, the drawing of finance 
bills' of exchange is discouraged. Moreover, the 
sale of securities to the commercial banks can be 
enforced by means of the cash held by them at" 
the Central Bank and by reducing their cash 
balances with it the Central Bank can compel 
them to reduce their discounting business and thus 
to push up the discount rates. High rates of 
discount tend to curtail credit and vice versa.' 
Hence, the normal working of a Central Bank 
brings about an evenness in monetary conditions. 

It will be observed, therefore, that the Central 
Bank is essentially a Bankers’ Bank. Just as credit 
is given by the ordinary banks to a businessman 
the Central Bank gives credit to commercial 
banks by means of re-discounting facilities and its 
power of note-issue. The Central Bank is thus 
in a position to control undue expansion of credit 
and currency in a period of prosperous business 
activity and to control undue contraction in a 
period of depression and thus prevents a crisis. 
It also distributes the total credit of the country 
among the several industrial and commercial 
institutions. Some people have emphasised the 
importance of “moral persuation” by which the 
Central Banks often exert much indirect influence 
over the loan policy of the member banks. 
There is generally much close co-operation between 
the Central Bank and the member banks and 
the former often persuade the latter to follow 
its lead. Professor Sprague, while recounting the 


1 These are fictitious bills dra\vn against hlanh credit. They 
are drawn when the rates of interest in different countries are different and 
it is profitable to raise loans in one country for the purpose of investing 
them in the other. Also see Evitt — A l\[aiiual of Foreiqn Exchanac — 
pp. 83-84. ^ 


The Bank Rate can be employed for checking gold export in 
another way also A rise in it lessens the demand for loans, checks 
expenditure in the country and lowers prices. This decreases imports and 
encourages exports and helps to restore the adverse trade balance which 
IS the primary cause of the foreign demand for gold. 
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achievements of Central Banks, says— “The special '' 
functions of Central Banks may be grouped under 
three heads. They serve as fiscal agents of 
government^ they have large powefs~bf ' control . 
o teffiSe~cur rency through the niore or, less c omplet e 
monopoly of note-issu e: and finally, since theyJS^ 
a large-part^f jEhe reserves of nther banks, they are 
d irectly res ponsible for the foun datio n of the entire 
structure of credit.’ "'This' last is by far the most 
important function of Central Banks. 

Sir Banjamin Strong, Governor of the Bank of 
England, in his evidence before the Hilton Young 
Commission, enumerated the duties and functions of 
the Central Bauk as follows: — “It should have the 
sole right of note-issue, it should be the channel, 
and the sole channel, for the output and intake of 
legal tender currency. It should be the holder of 
'ail the' Government balances; the holder of the 
reserve of other banks and branches of banks 
in the country. It should be the agent, so to 
speak, through which the financial operations at 
home and abroad of the Government would be 
performed. It would further be the duty of a 
Central Bank to effect, so far as it could, suitable 
contraction and suitable expansion in addition to 
aiming generally at stability and to maintain that 
stability within as well as without. When necessary, 
it would be the ultimate source from which 
emergency credit might be obtained in the form of 
re-discounting of approved bills, or advances on 
approved short-dated securities or Government 
paper.” 

The business of a Central Bank should' be 
conducted on safe lines. Its assets must be liquid 
and ungrudgingly put at the disposal of approved 
banks. But direct dealings with trade are generally 

1 See his contribution to Duribar^s Theory and History of 
Banking^ 
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prohibited because this prevents Central Banks 
from being un-necessarily involved' in transactions 
of a doubtful character. It is also desirable in the 
interest of avoiding competition and maintaining 
good relations between the Central Bank and com- 
mercial banks affiliated to it. 

Such institutions exist in almost every civilised 
country of the world— Bank of England in 
England, Bank of France in France, Reichsbank 
in Germany and the twelve Federal Reserve Banks, 
operating under the Federal Reserve Board of 
Washington. Even in India the amalgamation of 
the three Presidency Banks showed clearly that the 
people were no longer afraid to “put all their eggs 
in the same basket.” Unluckily for India, the 
Imperial Bank was deprived of the power of note- 
issue which is the sine qua non of a modern 
Banker’s Bank, and by its own sins of omission 
and commission, it failed to inspire sufficient con- 
fidence to be reckoned as such. 

The Government introduced the Gold Standard 
and Reserve Bank of India Bills in the Assembly 
in 1927 and 1928. The former was approved but 
the latter raised a tremendous issue over which 
the whole scheme foundered. ' 

A State or Share-holders Bank. In determining 
the constitution of the Reserve Bank, opinions 
were divided as to whether it should be managed 
and owned by the State or it should be floated 
with the help of capital raised from private 
share-holders. Those who favoured the State 
control of the Bank urged that since a wise central 
banking policy is the basis of a sound national 
economic life, the Central Bank should be under 
the ^ control of the Government. Especially in 
India, which is noted for mass illiteracy and absence 
of banking habits, only a State Bank can 
inspire confidence among the people, much more 
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SO if it is made responsible to the legislature. In 
case of extreme national emergency, the State can 
^ command greater purchasing power through the 
" expansion of note-issue and the suspension of specie 
payments only if it has an efiective control over 
the administration of the Bank. They also argued 
that a Central Bank does not require much capital 
nor a large body of profiteering share-holders. It 
can, therefore, be freed from the domination of 
large capitalists in big cities and prevented from 
degenerating into a dividend-hunting organisation 
only b}^ transferring control to the State. 

Those who favoured the share-bolders plan, on 
the other hand, maintained that if the management 
of note-issue is entrusted to the State itself, the 
Government may be tempted to adopt the simple 
method of raising mone}^ which is offered by the 
power of printing notes. Besides, monetary poHcy 
should be independent of political contingencies 
and the surest way of securing this result is to 
place control of the note-issue in the hands of a 
Bank. They also contended that if the Bank is 
under State control, continuity of policy cannot be 
guaranteed with changing governments nor can 
freedom from political bias in its administration be 
assured.^ The net work of financial and commercial 
life is so intricate and the decisions of the Bank 
on important points have such wide-spread results 
that all interests are not affected in the same 
way. If, therefore, there is an independent or 

1 ‘^The cases of the Bank of Spain in the latter part of the I9th 
century and of the Bank of France in recent yeais can be cited to prove 
the point. In both cases the Banks acting under.Goveinment compuh 
sion exceeded legal limits for advances to the Treasuiy Avith the result 
that the currency depreciated heavily. The financial crisis in Fiance 
in 1926 ^Yas intensified by the depreciation of the franc which was 
caused by exceeding the legal limit from 41 milliard francs fixed in 
1920 to over 3,000 million francs, with the result that t^e volume of 
notes in circulation rose to over 43 milliard francs' —Kon. G, Pal, 
The Financictl Cf'isis of tVciiice, pp» 230-232, quoted by K. K. oharma, 
Currcncif and Comine) cc. 
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quasi-independent bank, the Government would find 
it difficult in practice to suspend the obligation of 
the Bank except when a true national emergency^ 
occurs. 

Bearing these facts in mind one is not surprised 
to learn that even among, the recently _ established 
or recently re-organised banks there is already a 
tendency to move away from complete State control. 
A resolution of the Brussels Conference emphasising 
that “Banks and especially a Bank of Issue should 
be freed from political pressure and should be 
conducted solely on the lines of prudent finance” 
crystalizes* the general feeling on the point. The 
statutes of the central banks set up or reorganised 
during the post-War reconstruction period generally 
contain a clause or a sentence emphasising this 
independence either as regards ownership or 
management, but more especially the latter, a notable 
exception being the statutes of the Bank of Finland. 
The latter were modelled on the statutes of the 
Swedish Riksbank and the Bank of Norway and 
provide for fairly close State supervision and control 
and for important appointments at the Bank being 
made by public authorities. A State Bank should 
be capable of carrying out its task efficiently if the 
Government and Legislature impose upon themselves 
a self-denying ordinance limiting their opportunities 
for intervention but, owing to the inherent weakness 
of human nature and due to the suspicion with 
which all state activities are regarded in India, a 
State Bank does not appear to be advisable.^ This, 

]. Almost all the Central Banks of the world have been 
set up on the basis of privately supplied capital and under the 
management of ii Boaid of Directors who, in their daily administra- 
tion, are protected against interference on the part of Government 
or Legislature. The choice of Governois and Deputy Governors is 
official approval so that the State, as representing the 
public, may have assurance that the highest administrative offices 
are properly filled.” Sir Cecil Kisch-Empire Central Banks-an 
article in the Indian Finance Reserve Bank Inatiguraiion Nninber. 

( Contd. on page 303) 
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however, does not rule out the desirability of general 
superintendence. Governments in most countries 
^ have some influence in the matter of the constitution 
"^of the governing body of the Central Banks and 
exercise the right of general supervision and control 
in the interest of the public. 

The Banking Enquiry Committee. Being 
unable to come to an agreement, the Government 
postponed the question sine die and in the mean- 
while ordered a comprehensive banking enquiry for 
the whole of India in 1929 with the following terms 
of reference: — 


“To investigate past records and existing 
condition of banking in India, including 
the organisation of the Money Market, and 
to consider the steps, if any, that are 
feasible and desirable under the following 
main headings. — 


“{a) The development of banking with a 
view to the expansion of indigenous, 
co-operative and joint stock banking 
with special reference to the needs of 
agriculture, commerce and industry; 

“{b) The regulation of banking with a 
view to protecting the interests of the 
public; and 

“(c) Banking education with a view to 
the provision of Indian personnel in 


111 recent years, the State has assumed partly or ^ylmlly the 
ownership of the central bank in other counlrics-Canada, penmarl^ 
Italy and New Zealand. 'The capital of the central bank ts owned 
by the State also in Anstralia, Finland, Latavia and Sweden. In 
other countries, the law provide.s that the State may hold a sta ed 
proportion of the central bank’s capital— e. g. m Czechoslovakia 
a third, in Japan half, and in Roumania 10 per cent. 

League of Nations— il/o?ictni'/ Review, 1937-38, page 81. 
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adequate numbers and with the 
necessary qualifications to meet the 
increasing needs of the country for 
sound aud 'well-mauaged national ' 
system of banking/' 

The Native States were also invited to 
undertake similar enquiries in their respective 
territories. The principal recommendations of the 
Central Banking Enquiry Committee may be 
briefly summarised as follows ; — 

1. The establishment of a Central or Reserve 
Bank for the mobilisation of the banking and 
currency reserves of India and for increasing the 
volume of credit available for trade, industry and 
agriculture. 

2. The removal of the restrictions on the 
foreign exchange business of the Imperial Bank 
of India as being in the interest of development of 
India's foreign trade. The creation of a new 
Exchange Bank in the event of no satisfactory 
arrangement being made between the proposed 
Reserve Bank and the Imperial Bank of India 
regarding the conduct of exchange business if 
the latter should find itself unable to fulfil its 
obligations regarding foreign trade within a 
stipulated period. For the development of the 
Indian bill market, the Reserve Bank is to be 
permitted to purchase, sell and re-discount rupee 
import bills. The formation of an All-India 
Bankers' Association including as members, not 
only the three classes of banks, but indigenous' 
banks as well. 

3. For the regulation of banking, two 
principal recommendations are made— (a) The 
promulgation of a special Bank Act comprising 
provisions governing all banking institutions, and 
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{b) the amendment and amplification of the Indian 
Companies Act so as to provide for additional 
ynatters which require to be dealt with by legis- 
lation. 

4. For the development of banking education, 
the universities are urged to give greater facilities 
for the study of banking. 

A Bill was accordingly introduced in the 
Legislative Assembly which after drastic modifica- 
tions passed into law in 1934. 

Summary of the Reserve Bank of India Act 
of 1934 . The Act provides for the establishment 
of a Bank — to be called the Reserve Bank of India 

^ for the purpose of taking over the management 

of the currency from the Governor-General-in 
Council and of carrying on the business of banking 
as specified in the Act. 

Share Capital, Share Register and Shareholders. 
The original share capital of the Bank shall be 
five crores of rupees divided into fully paid-up 
shares of one hundred each. Separate registers 
of share-holders shall be maintained at Bombay, 
Calcutta, Delhi, Madras and Rangoon and a 
separate issue of shares shall be made in each of 
the areas served by those registers. A share-holder 
shall be qualified to be registered as such in any 
area in which he is ordinarily resident provided he 
is domiciled in India and, in the case of a company, 
provided it is registered in India under the 
Indian Companies Act, 1913 or under the Co- 
^ operative Societies Act, 1912. 

Management. The general superintendence 
and direction of the affairs and business of the 
Bank shall be entrusted to a Central Board 
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of Directors which shall consist of (a) a Governor 
and two Deputy Governors to be appointed 
by the Governor-General-in-Council on the^ 
recommendations of the Board, (b) four directors 
to be nominated by the Governor-General-in- 
Council, (c) eight directors to be elected on 
behalf of the share-holders on the various registers, 
and (d) one Government official to be nominated 
by the Governor-General-in-Council who may 
attend any meeting of the Board and take part 
in its deliberations but who shall not be entitled 
to vote. The Governor and Deputy Governors 
shall be whole-time paid servants and shall hold 
office for such terni, not exceeding five years, as 
the Governor-General-in-Council may fix and shall 
be eligible for re-appointment. Meetings of the 
Central Board shall be convened by the Governor 
at least six times in each 3^^ar and at least once 
in each quarter. 

There shall be a Bocal Board for each of the 
five areas for advising the Central Board on such 
matters as may be generally or specifically referred 
to it or to perform such duties as may be 
delegated by the Central Board. Every Bocal 
Board shall consist of («) five members elected 
from amongst themselves by the share-holders 
of each area, and (b) not more than three members 
nominated by the Central Board from amongst 
the share-holders of the area, due regard being 
paid to the representation of share-holders of that 
area and to the representation of territorial and 
economic interest— especially the agricultural 
interests, and the interests of co-operative 
banks. At an election of members of a Bocal 
Board for any area, aity share-holder who has 
been registered on the register of that area for 
a period of not less than six months ending 
with the date of election as holding five shares 
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shall have one vote and each share-holder so 
registered as having more than five shares 
^shall have one vote for each five shares but 
•'subject to a maximum of ten votes. Salaried 
Government officials, members of the Assembly 
and Legislative Councils, officers and employees 
of other banks and insolvents and lunatics are 
debarred from being directors or members of Local 
Boards. 


Business which the Bank may transact. The 
Bank shall be authorised to transact and carry on 
•^the following kinds of business — 

(1) To accept money on deposit without inte- 
rest from the Government, Native States, 
local bodies, banks and other persons. 

(2) To purchase, sell and re-discount bills of 
exchange and promissory notes drawn 
on and payable in India and arising out 
of bo7ia fide commercial or trade 
transactions bearing two or more good 
signatures one of which shall be that 
of a scheduled bank^ and maturing 
within ninety days from the date of such 
purchase or re-discount, exclusive of days 
of grace. The Bank is also authorised 
to purchase, sell and re-discount bills 
drawn or issued for the purpose of 
financing seasonal agricultural operations 
or the. marketing of crops maturing 
within nine months and those issued 


1 Approved Banks mentioned in the Second Schedule appended 
to the Act. Such banks have a minimum c.apital of Es. 5 lakhs and aie 
“4 required under Section 42 of the Eeserve Bank of India Act to main- 
tain deposits with the Reserve Bank. Section 18 also authorises the 
Btink to purchase, sell and discount bills of exchange and promissory 
notes which do not bear the signature of a schedukd bank or a co-oP®***' 
tive bank for the purpose of regulating credit in the interest ot Indian 
trade, commerce, industry and agiiciilture. 
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and drawn for the purpose of holding or 
trading in securities of the Government 
of India or a Local Government and^' 
maturing within ninety days from the' 
date of such purchase or discount, 
exclusive of days of grace. 

(3) {a) To purchase from and sell to scheduled 

banks sterling in amounts of not 
less than the equivalent of one lakh 
of rupees; 

ib) to purchase, sell and re- discount 
bills of exchange (including treasury 
bills) drawn in or on any place in the 
United Kingdom and maturing 
within ninety days from the date of 
purchase, provided that no suchiB\ 
purchase, sale or re-discount shall be 
made in India except with a scheduled 
bank; and 

(c) to keep balances with banks in the 
United Kingdom. 

(4) To give loans and advances to Native 
States, local bodies, banks and co-operative 
societies repayable on demand or on the 
expiry of fixed periods, not exceeding ninety 
da^^s, against approved securities. 

(5) To make to the Governor-General-in- 
Council and Local Government advances 
repayable not later than three months 
from the date of making the advance. 

(6) To _ purchase and .sell Government 

securities of the United Kingdom)- 

maturing within ten years of such 
purchase and other securities of -the 
Government of India and Local 
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Governments, provided _ that the total 
amount of such securities held at any 
time in the Banking Department does 
not exceed the aggregate amount of share 
capital of the Bank, the Reserve Fund, 
and three-fifths of the liabilities of the 
Banking Department in respect, of deposits. 

(7) Custody of monies, securities and other 
articles of value and the collection of 
interest and dividend on such securities. 

(8) To sell and realise all property whether 
*■ movable or immovable which may in any 

way come into the possession of the Bank 
in satisfaction of any one of its claims. 

(9) To Act as agent for the Secretary of 

State, the Governor-General-in~Council 

or any Local Government or State in 
India for the purchase, sale and custody 
of gold and silver, bills of exchange and 
securities of shares in any company for 
collection of interest on securities and 
shares, for the remittance of such 

proceeds by bills of exchange payable 
either in India or elsewhere and the 
management of Public Debt. 

(10) To purchase and sell gold coin and 
bullion. 

(11) To open an account with or to make 
an agency agreement with the Central 
Bank of any other country. 

(12) To borrow money for a period not 
exceeding one month for the purpose of 
the business of the bank from a scheduled 
bank or from the Central Bank of any 
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other country provided that the total 
amounts of such borrowings from persons 
in India shall not, at any tirne, exceed^ 
the amount of the share capital of the 
Bank. 

{13) To make and issue Bank notes. 

Business which the Bank may not transact. 
The Bank is not allowed to : — 

{i) Engage in trade or to have _ a direct 
interest in any commercial or industrial 
undertaking. 

{ii) Purchase its own shares or the shares of 
any bank or of any company or grant 
loans upon the security of any such 
shares. 

[Hi) Advance money on mortgage of immov- 
able property. 

{iv} Make loans or advances. 

(v) Draw or accept bills payable- otherwise 
than on demand. 

{vi) Allow interest on deposits or current 
accounts. 

Issue of Rupee Coin and Sale and Purchase of 
Sterling. The Government shall cease to issue rupee 
coin except through the Bank. The Bank shall also 
sell sterling in India for immediate delivery in 
Eondon at a rate not below is. 5^ ^ ^ rupee 

provided that no person shall be entitled to demand 
an amount of sterling less than ten thousand pounds. 
Similarly, the bank shall buy sterling in India for 
immediate delivery in London at a rate not higher 
than IS. 6j^d for a rupee. 
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Cash Reserves of Scheduled Banks to he kept with 
the Bank. Every scheduled bank shall maintain 
with the Reserve Bank a balance the amount of 
■ i^which shall not, at the close of business on any 
day, be less than five per cent of the demand 
liabihties and two per cent of the time liabilities 
of such bank in India. For this purpose liabilities 
shall not include the paid-up capital or the 
reserves or any credit balance in the profit and 
loss account of the bank or the amount of any 
loan taken from the Reserve Bank. If the balance 
held at the Bank by any scheduled bank is below 
the prescribed minimum, the defaulter will be 
liable to pay to the bank in respect of each such 
'da)’’ penal interest at a rate of three per cent above 
the bank rate on the amount by which the balance 
with the Bank falls short of the prescribed 
minimum. 

I 

Allocation, of Siirplus. After paying out of the 
net annual profits dividend at a rate not exceeding 
five per cent, a small proportion of the surplus 
shall be allocated to the payment of an additional 
dividend to the shareholders and the balance of 
the surplus shall be paid to the Govemor-General- 
in-Council. 

Agricultural Credit Department. The Bank 
will establish a special Agricultural Credit Depart- 
ment the function of which will be to maintain 
an expert staff to study all questions of agricul- 
tural credit and to co-ordinate the operations of the 
Bank in connection with agricultural credit with 
provincial co-operative banks and other banks or 
organisations engaged in the business of agricultural 
-i credit. 

Exemption of the Bank from Income Tax and 
Super-tax. The Bank shall not be liable to pay 
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income tax or super-tax on any of its income, 
profits or gains but the liability of share-holders ' in 
respect of income tax or .super-tax shall remain un- 
affected. 

Publication of the Ba 7 ik Rates. The Bank shall 
make public, from time to time, the standard_ rate 
at which it is prepared to buy or re-discount bills of 
exchange or other commercial paper eligible for 
purchase under the Act. 

The Bank will also publish the accounts of both 
the Issue and Banking Departments weekly in the 
Gazette of India. 

The Reserve Bank of India Act was passed in 
March, 1934 and the Bank began to function from 
ist April, 1935. From this date the Reserve 
Bank took over the management of the currency 
department of the Government of India by the 
erection of a special department called the Issue 
Department. The assets of the Gold Standard 
Reserve were transferred to the Bank and were 
combined with the assets of the Currency 
Department. The Bank also took over the duty of 
supplying the Secretary of State with sterling for 
his lyondon requirements and of maintaining 
Government balances which were transferred to it 
by the Imperial Bank — the Imperial Bank being 
retained as its agents at places at which the 
Reserve Bank had no office of its own. From 
1st July 1935, the Banking Department was opened 
and the scheduled banks deposited the required 
percentage of their demand and time liabilities. 
The Clearing House was transferred from the 
Imperial Bank to the Reserve Bank as from this 
date. In January 1938, the Reserve Bank issued its 
own notes of the denominations of Rs. 5 and Rs. 10. 
This was followed later during the year by the issue 
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of bank notes of the denominations of Rs, loo, 
Rs, 1,000 and Rs. 10,000. The Bank has also issued 
Burma bank notes in new designs of denominations 
'^similar to those in use in India. 

Advantages Expected from the Reserve Bank. 
It will be observed that the Act is based on the 
recognition of the fact that the Reserve Bank 
should control, but not compete with, the 
commercial banks. This was particularly desirable 
in view of the fact that the Reserve Bank has been 
allowed free use of Government balances and 
might easily forfeit the confidence and support of 
other banks by taking undue advantage of this 
privilege. To ensure control, it has been laid 
down that all the member banks must keep a 
. fixed percentage of their current and time deposits — 
5 per cent and 2 per cent respectively — with the 
Reserve Bank. To prevent competition with the 
commercial banks, several provisions have been laid 
down the most important of them being that the 
Reserve Bank can onl}'’ take in deposits free of 
interest, that it cannot grant advances directly to 
the public, and that it cannot purchase or discount 
paper unless it bears the signature of a member 
bank. The Reserve Bank will be able to regulate 
the amount of seasonal currency through its control 
over the bank rate and through open-market 
operations which have been authorised by the Act. 
'The Bank will be able to mobilise the capital 
resources which are l5dng about in pools scattered 
all over the country in the form of hoards. It win 
also promote habits of banking and investrnent both 
directly and by expanding productive activity with- 
.in the country and thus holding out chances of 
’^reaping good profits from new enterprises. The 
power to deal in foreign exchanges will enable it 
to reduce exchange fluctuations to the minimum 
and thus to promote the stability of business and 
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exchano-e. By coming into contact with the central 
banks of other countries it would promote central 
banking co-operation which ^ is so essential for^ 
securing monetary rationalisation and comparative 
standardisation of world prices. The present 
economic ills of the world are largely the result of 
currenc}’' and monetary disturbances and the situa- 
tion can be changed for the better only if the central 
banks, backed up by the respective governments 
of their countries, show a spirit of harmonious 
co-operation.^ In short, it is hoped that the Reserve 
Bank, which has started functioning since April 
1935, will remove most of the glaring defects of 
the Indian Mone}’- Market and afford much needed 
relief to trade and industry and more particularly to 
agriculture which is the largest single iudustr}’- of 
our country. 

Rural Finance. The activities of the principal 
rural credit agencies ^dz: the indigenous bankers, 
the co-operative societies, and the Land Mortgage 
Banks, have already been discussed. It now 
remains for us to see how far the Reserve Bank 
can help the extension of credit facilities in the 
rural areas. But before doing so we shall point 
out the distinguishing features of agricultural 
finance. 

Peculiarities of Rural Finance. The Indian 
cultivator, as we all know, is usuall}^ steeped in 
debt. He uses Httle discretion in the matter of 
selecting his cattle and implements, and perhaps 
none in the disposal of his produce. His credit 
needs are satisfied inadequately and at ruinous 
prices. But agriculture should be a productive n 
and a profitable industry; why should the cultivator^ 

1 That this spirit is for the moment lacking is proved by the failure 
of the World Economic Conference which had raised high expectations 
m the minds of people all over the world. 
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find it difficult to raise necessary credit when 
traders and manufacturers are able to do so 
'^without any difficulty ? The answer is simple 
enough. In the first place, the agriculturist 
borrows money on the security of one man, or at 
the_ most one family, and the method of raising 
capital by subscription of shares employed by the 
joint-stock companies is not open to him. Secondly, 
the long-term loans are usually raised against the 
security of land, but land is a most unsuitable 
form of security because it is not a readily realis- 
able asset and its price is liable to frequent changes. 
There may also be difficulties in connection with 
title and customary or statutory restrictions on 
the right of transfer. Thirdly, while other indust- 
ries tend to become concentrated in units of ever- 
^ expanding size, agriculture remains scattered, 
individualistic, small scale and chaotic. Hence, the 
farmer remains dependent upon his own resources 
and the savings of the community in general 
are relatively inaccessible to him. Fourthly, agri- 
culture is a very uncertain industry. The capital 
of the farmer is, for the greater part of the year, 
sunk in the forms of wealth which none but an ex- 
pert can value on the basis of the probability of a 
successful yield of crops and which, therefore, can- 
not be regarded as good security for an advance. 
His own illiteracy and ignorance reduce his credit- 
worthiness to the very minimum. Fifthly, the 
agriculturist cannot easily adjust the supply of his 
produce to demand. He cannot abandon his land 
even when the demand for produce goes down. 
Hence loans taken at a time when prices are 
uneconomic often hang like a millstone round his 
(neck especially if the cultivator is also ignorant 
of the two cardinal points of farming viz: what 
farming costs and what it brings him. 

The problem of establishing a satisfactory link 
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between the agricultural industry and the money 
market i. e. between the farmer seeking credit and 
the capital seeking investment has not been satis--^ 
factorily solved in any country of the world. The 
ordinary commercial banks can only afford to lend 
money for short periods and expect the loans to be 
repaid punctually when they fall due. The agri- 
culturist, however, cannot satisfy these conditions. 
His repa3dng capacity is limited by the uncertain- 
ties of the season and in the event of famines and 
floods the redemption of the loan must be post- 
poned until the return of better conditions and 
must eventually be made in small instalments 
spread over a number of years. "The rapid circu- 
lation of money being essential to the success of a 
commercial bank and the bulk of its working 
capital being derived from short-term deposits or 
call money, a commercial bank cannot, generally 
speaking, afford to postpone its recoveries or tie up 
its resources to accommodate the farmer’s needs.’ ’ 
It is, therefore, clear that, in the present state of 
our agriculture, there cannot be any direct contact 
between the commercial banks and the cultivators. 
Some intermediaries like the money-lenders or the 
co-operative societies are quite unavoidable and 
their resources can be mobilised and their activities 
properly co-ordinated in the interest of rural 
flnance onl}^ through contacts which may be 
established between them and the central bank 
of the country. 

Reserve Bank and Agriculture. Accordingly, 
the^ Reserve Bank Act has imposed certain obli- 
gations upon the Reserve Bank according to which 
it can place its resources at the disposal of the 
agriculturist without violating the essential principles 
of central banking. For instance, while bills and 
promissory notes against which the funds of the 
Reserve Bank may be obtained must relate to 
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short-term needs i. e. the financing of seasonal agri- 
cultural operations or the marketing of crops only, 
the maturity of such bills and notes is extended as 
' a special case to a maximum of nine months. More- 
over, while the principle that the funds of the Reserve 
Bank can be available only for the relief of excep- 
tional pressure on the resources of intermediary banks 
is striptly adhered to, the endorsement of the provin- 
cial co-operative banks is given as a special case the 
same status as the endorsement of a scheduled bank 
for the purpose of purchase, sale or re-discount of 
these bills. As for loans and advances, the pro- 
vincial cooperative banks can obtain them from the 
Reser^m Bank but on the same conditions as 
scheduled banks i. e. for a minimum period of 
go da^^s and against government securities, agri- 
cultural paper and document of title to goods. 

Agricultural Credit Department. The Reserve 
Bank has also set up a separate Agricultural Credit 
Department the functions of which are (a) to main- 
tain an expert staff to study all questions of 
agricultural credit and be available for consultation 
to all banks and banking organisations, and (b) to 
co-ordinate the operations of the ^ Bank in connec- 
tion with agricultural credit and its relations with 
provincial co-operative banks and any other bank 
or organisation engaged in the business of agricul- 
tural, credit. 

The Bank was also required to make a report 
to the Governor-General-in-Council,_ at the earhest 
possible time and in any case within three years 
of the establishment of the Reserve Bank, on two 
specific points viz: (a) the extension of Reserve 
Bank facihties to persons and firms who did not 
fall in the category of scheduled banks (money 
lenders and co-operative societies); and (b) the 
improvement of machinery for dealing with agri- 
cultural finance and methods for effecting a closer 
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connection between agricultural enterprise and the 
operations of the Bank. 

The report was issued in due course and has 
been supplemented by several bulletins containing 
the views of the Reserve Bank on the w^hole ques- 
tion of agricultural credit and indigenous banking. 
It points out the difficulties w^e have already noted 
about the inclusion of money-lenders and indigenous 
bankers within the organised banking structure of 
the country, particularly their unwillingness to shed 
non-banking business and adoption of modern 
accounting and banking practices. In regard to 
the co-operative movement, it has made out a 
strong case for re-construction of the whole struc- 
ture. “While overdues are scaled down and passed 
on to long-term credit institutions and co-operative 
credit societies restrict themselves in future to crop 
loans repayable out of the harvest or intermediate 
credit in a limited measure, an endeavour should be 
made to enlarge the functions of these societies 
so that they cover the whole life of the farmer i. e 
become multiple-purpose societies. The financing 
agency is to consist of two stages : banking unions 
for small areas with a radius of 7 to 8 miles, and 
provincial co-operative banks. Strict obser\^ance 
of business and banking principles, highl}'’ trained 
staff etc., are other directions in wffiich improvement 
is urgently necessary.”^ 

In a circular dated June 12, 1939, the Reserve 
Bank has refused to recognise an}’’ difference be- 
tween commercial banks and co-operative 
banks from the banking point of view 
except that the former cater for the 
needs of the trade and industry while the latter 
primarily finance agriculture and has emphasised 
that the same conditions of safety and liquidit)'’ in 
the employment of funds are essential for the 

1 Mnranjan, Modern Banking in India, pp. 2S2-3, 
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Stability of both. The Bank has further stressed the 
necessity of, stating overdues clearty and separately 
in the balance sheets, separating long-period from 
short-period loans to the maximum of an amount 
equal to the paid-up capital and reserves, doing 
away with the practice of fictitious repayments 
whicli conceal the real position not only from out- 
siders but also from those who are in authority over 
the bank and building up strong reserve funds. 

Reserve Bank in Action. The reserve Bank 
started functioning under very favourable circums- 
tances. The bank rate which stood at 6 to 7 per 
cent for more than nine months in 1931 had fallen to 
3-J per cent in April 1935. The Bank reduced it to 
3 per cent hi November 1935 and has maintained 
it upto the present day. It has thus reduced and 
stabilised the rate for money and has offered cheap 
and valuable inland remittance facilities.' It has 
attained a remarkable measure of success in the 
management of the Public Debt and especially in 
the floatation of loans for the Central and Provin- 
cial governments, in the making of remittances to 

1 The Kqscivc Bank introduced a new scheme of remittance 
faciUiics lu October, 1940 the object of which is to extend the remittance 
facilities to non-‘^chcdnlcd banks and to make them cheaper. According 
to the scheme, iihcieas the rates to be charged to the public are -J per 

cent for remittances upto 5,000 and per cent for remittances above 
that amount, the corresponding rates for approved indigenous bankers, 
nou'scheduled banks, and co-opeiative societies are ^ per cent and ^,5 per 
cent. Indigenous bankers and non-schediiled banks, however, must 
satisf}* certain condinons viz: that they must have a minimum owned 
capital of Bs. 50,000 and that banking must form their mam business. 
They must afso conform to the money lending regnJafcions of their res- 
pective provinces 
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the Secretary of State, in the sale of the Treasury 
bills and in stabilising the exchange value of the 
rupee. It has also given valuable advice regarding 
the incorporation of new provisions relating to 
banking companies in the Indian Companies Act. 
In short, the working of the Bank during the last 
seven years has justified the claim that “it has 
inaugurated a new era of financial stability, banking 
reform, and extension and re-orientation of the 
mone37- market.”^ 

But, as has been pointed out before, the Bank 
has so far failed to assimilate the indigenous money 
lenders in the banking system of the country and 
has not yet succeeded in developing a regular bill 
market. It has also lost a good deal of public con- 
fidence on account of the questionable treatment 
meted out to the Travancore National and Ouillon 
Bank. This scheduled bank was in serious difficulty 
in June 1938 and applied for financial accommoda- 
tion which was refused unless the bank subjected 
its accounts to thorough examination by the Reserve 
Bank. Such a scrutiny, the scheduled banks con- 
tend, should be made before and not just when a 
serious emergency arises. Moreover, since the 
T. N. Q. Bank had withdrawn a part of its com- 
pulsory deposits with the Reserve Bank, the latter’s 
offer of help was limited to the funds still in its 
possession. This is also wrong in principle. “Cent- 
ral Bank aid should have no relevance to the 
volume of compulsory reserve lodged with it but 
only the general position of the bank and the 
volume of its realisable assets. If aid were to be 
limited to the volume of compulsory reserves, 
scheduled banks might as well keep their balances 
with themselves and forego the dubious advantao-e 
of affiliation. 

1 Jathar and Beri, Indian Economics^ Vol. II, p. 502. 

2 Muranjan, Modern Baiddng in India, p. 287. 
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The administration of the Reserve Bank also 
needs improvement. Due to the lack of real expert 
personnel at the top, the Reserve Bank has proved 
^■to be nothing more than a costly continuation of 
the old systpn of departmental control of currency. 
In Great Britain it has been increasingly realised, 
especially in the last ten years, that both the Trea- 
sury and the Bank of England have to be consi- 
derably strengthened with men deeply versed in 
Economics and public finance. The additional 
personnel taken on both the Treasury and the Bank 
of England in recent years, therefore, comprise a 
large number of some well-known economists. The 
Reserve Bank of India has, in a scheme of contro- 
lled money, been obliged to take up multifarious 
duties the successful discharge of which can be 
accomplished only by constant additions, not of 
mere routine men, but of specialists who can claim 
to have practical experience and appropriate theore- 
tical knowledge. It is, therefore, suggested that when 
the tenures of the Governor and the Deputy 
Governor expire the Government should try to 
secure the services of people well-versed in the art 
and science of banking and public finance especially 
from among the young eligibles of this country. 

Another interesting point revealed in the report 
of the Central Board of Directors is that the number 
of shareholders in the Bombay area has increased 
at the expense of other areas, principally Calcutta 
and Rangoon. According to the Reserve Bank Act, 
each share-holder has one vote for each five shares 
subject to a maximum of ten votes so that if this 
tendency continues, blocks of shares might become 
concentrated in the hands of a few holders with 
the effect of restricting the electorate and the risk 
of detracting from the representative character of 
the directorate chosen by it. The Directors have 
reported the position to the Government with the 
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suggestion that they might consider the limitation 
of the shares that a holder may register in his name 
to a maximum of 200 shares but the Government 
has not yet taken any action upon this recommenda" 
tion. 

Sir James Taylor has also drawn the attention 
of the Government to another important point, 
namel}^ that the deposit of 5 per cent of their 
demand liabilities and 2 per cent of their time 
liabilities which the Scheduled Banks are obliged 
to keep with the Reserve Bank is not quite satis- 
factory. These deposits work out probably on the 
average at about 3|- per cent of a bank's funds and 
there is nothing to prevent the banks from investing 
the rest of theirfundsinany way they like. Moreover, 
the banks are permitted to withdraw a part of the 
compulsory deposit provided they pay a heavy rate 
of interest by way of penalty. The very fact that 
the bank draws on its statutory deposit would of 
itself indicate that the bank had no securit}^ 
against which it could borrow money from the 
Reserve Bank and that most of its funds are locked 
up in frozen assets. Hence, in the interest of 
sound banking in general and to protect the 
depositors in particular, the Reserve Bank has 
recently^ been empowered to prohibit, if necessary, 
a defaulting bank from receiving fresh deposits 
during the period of default and to penalise 
directors and other officers who may have been 
knowingly and willfully party to a default. But to 
prevent bank failures and to save the Reserve Bank 
from embarrassing situations like the one that 
cropped up in conncetion with the T. N. and O. 
Bank, the need for some sort of closer control 
over scheduled banks is evident. Three measures 
of control have been suggested.^ “The first is that 
no new banks should be incorporated without the 

1 November, 1940. 

2 By the Editor of the Journal of the Jndmi Institute of Banker's, 
in the July (1940) issue of the Journal, pp, 10-12. 
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assent of the Reserve Bank of India and the agree- 
ment of the Government of the Province in which 
the bank is to function. The second would be the 
i^ppointment of Bank Examiners under the control 
of the Reserve Bank to perform periodical exami- 
nations. Such examinations must not be perfu- 
nctor}^ or set to a fixed time schedule. They 
would be made in particular without delay in the 
case of any bank whose returns indicated loose or 
unsound working but they would have to be made 
with due circumspection. The third form of 
control would be the provision that a bank should 
carry a proportion of its liabilities in India in cash, 

■ call-mone}' with the Reserve Bank or other approved 
depositors, and in securities approved by the 
Reserve Bank, i.e. securities against which the 
Reserve Bank would be prepared to advance. In 
this respect a monthly return from all banks codd 
be made obligatory, such return summarising 
principal assets and liabilities.” 

Effects of the Present War on Banking in India. 
Deposits of Scheduled Banks. The effects of the 
War on the deposits of the Scheduled Banks have 
already been traced.' It has been pointed out 
that although in the beginning the deposits tended 
to decline, public confidence did not take long to 
return and the deposits reached the high level of 
Rs. 261 crores in April, 1940. It will also_ be 
noticed that the time deposits, during this period, 
increased more than the demand deposits due 
perhaps to the willingness of banks to accept time 
deposits in order to finance the increased war 
activity which coincided with the seasonal trade 
activity. 

‘ With the intensification of hostilities in May, 
however, there set in a declining tendency and 

1 Chapter XIII. PP. 192-194. 
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the total deposits fell sharply from Rs. 261 crores 
at the beginning of May to Rs. 252-I crores at the 
end of June, a fall of Rs. ii|- crores. The panic, 
however, was soon allayed and the total deposits" 
rose to about Rs. 292 crores in May, 1941. 

The figures on page 193 will also show that 
the time and demand deposits, after June 1940, 
have moved in opposite directions for while the 
former declined from about Rs. 107 crores in July 
1940 to Rs. loi crores in January 1941, the latter 
increased from Rs. 150 crores to about Rs. 178 
crores during the same period. This was due 
partly to the desire on the part of the public to 
keep their funds liquid but mostly to the cautious 
attitude adopted by banks in financing the seasonal 
movements of crops owing to the fear that the 
accumulation of these crops at the ports resulting 
from the closing of a number of European markets 
and the difficulties with regard to freight might 
depress prices.^ 

Advances and Bills Discounted. During the 
first seven months of the war when the total 
deposits of banks increased only by about Rs. 7 
crores, the advances by banks, including bills 
discounted, increased by Rs. 46.67 crores and 
reached the figure of Rs. 163 crores which is the 
highest recorded since the inception of the Reserve 
Bank. This was obviously due to the sudden 
improvement of trade and rising prices. But 
towards the end of March there was a sharp fall of 
prices and the banks did not lend as freely as 
before with the result that advances fell from 
Rs. 156 crores on March 29 to Rs. 99.59 crores on 
December 20 or by Rs. 56.87 crores and the 
discounts decreased from Rs. 6.64 crores to Rs. 2.21 

] See Mr. B. L. Panjabi^s excellent Banking in India in 

1910 in the Journal of the Indian LisMiUe of Bankers. 
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crores i.e. by Rs. 4.43 crores during the same period. 
As was to be expected, the percentage of banks’ 
^advances and discounts to their deposits, which 
' reached the peak in March 1940, declined from 
62.5 to 39 by the end of the last year but again 
rose to 53 in ]\fay 1941 as the following figures 
will show : — 

ADVANCES AND DISCOUNTS OF SCHEDUEED BANKS 


Advances Bills Discounted 

(in lakhs of rupees) (in lakhs of rupees) 


Date. 

1 Amount. 

Increase or 
decrease 

I Amount, 

Increase or 
decrease. 

August, 25, 

1939 

105,27 

1 1 

3,99 

1 

September, 29, 


112,44 

+ 7,17 1 

3,12 

- 67 

October, 27, 


111,20 

- 1,24 i 

2,45 

- 67 

November, 24, 

n 

119,47 

+ 8,27 

3,26 

+ sr 

December, 29, 

jj 

143,16 

+23,69 

4,6S 

+1,42 

Januar}’, 2G, 

1940 

150,17 

+ 7,01 

4,86 

+ 18 

February, 23, 

tj 

149,25 

+ 92 ’ 

5,84 

+ 98 

^larch, 29, 

n 

156,46 

+ 7,21 

6,64 

+ 80 

April, 29, 

n 

151,73 

+ 4,73 

6,80 

+ 16 

May, 31 , 

tt 

I53,6S 

+ T,95 

6,97 

- 23 

June, 7, 


148,41 

- 5,27 

6,03 

- 54 

July, 39, 

ft 

132,11 

- 16,30 

3,55 

-2,48 

August, 36, 

tf 

i 123,28 

- 8,83 

2,24 

-I,3t 

September, 13, 


115,84 

- 7,44 

I/7I 

- 53 

October, 18, 

*j 

105,71 

-10,13 

1,60 

! - II 

November, 15, 

n 

99,32 

- 6,39 

1,94 

1 + 34 

December, 20, 

tj 

99,59 

+ 27 

2,21 

1 + 27 

January, 10, 

1941 

103,99 

+ 4,40 

2,80 

1 + 59 

February, 14, 

1 

I 

112,21 

+ 8,22 

4,61 

+1,81 

March, 14, 

1 

! 

ns,56 

+ 6,35 

5,99 

! +1,38 

April, 18, 


130,92 

+12,36 

6,81 

+ 82 

Maj", 1C, 


131,74 

+ 82 

6,56 

- 25 




+26,47 

j 1 

+2,57 
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Cash Position of Banks. Due to a steady rise 
in deposits and a rapid fall in advances, the cash 
position of banks became particularly strong. The'^ 
ratio of banks’ cash (including balances with the 
Reserve Bank) increased from 8-9 per cent at the 
end of March to 50-5 per cent at the end of 
December, 1940. In these circumstances it was 
but natural that easy money conditions should 
prevail in the money market since April, 1940. 

Bankers’ Balances with the Reserve Bank. The 

balances held by scheduled banks with the Reserve 
Bank of India amounted to Rs. 22 crores at the 
end of April but by June they had fallen to Rs. 
19 '63 crores. Thereafter, they showed an almost 
continuous rise and reached the figure of Rs. 51 '86 
crores in November, 1940 which was about Rs. 40 
crores in excess of’the statutory minimum required 
by the Reserve Bank Act. A part of the increase, 
no doubt, indicated the anxiety of the banks to 
keep their resources liquid to meet possible with- 
drawals but the greater part of it reflected the 
seasonal demand for money. It will also appear 
from the table below that the balance of scheduled 
banks with the Reserve Bank have fallen from 
about Rs. 52 crores in November, 1940 to about 
Rs. 26 crores in May, 1941. This is due to the 
increase of advances which have taken place during 
the same period. 
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Non-scheduled Banks. Like the scheduled 
banks, the non-scheduled banks have also stood 
the strain of the War very well. Their deposits^ 
have remained fairly steady except perhaps during ' 
the first four months when the rush for withdrawals 
was intense. 


Conclusion. From what has been said above 
it is quite clear that the Indian banking situation, 
hke the currency position, is quite sound. Our 
bigger institutions are so scientifically and skilfully 
run that it has not been found necessary for any 
one of them, except perhaps on one occasion, to 
have recourse to the Reserve Bank for advances 
against Government securities or for discounting of 
commercial bills. The same, however, cannot be 
said about the smaller banks. Some of them are 
good, some, bad, some indifferent. It would be 
necessary, at some stage, to weed out the weaker 
ones by amalgamation or some such movement. 
Meanwhile, it would be most inopportune if any 
of them should find themselves obliged to suspend 
payment. Whatever one's views be about the 
desirability or otherwise of the aggregation of these 
smaller institutions, there must be general agree- 
ment on two main points, namely; (i) that, hke 
the poor, these banks have been with us for years 
and they are part of the banking organization 
and we cannot be blind to their existence, and 
(2) that they should not be allowed to come to 
grief at this juncture. The process of weeding out 
the inefficiently organized smaller banking institu- 
tions should await the conclusion of the War. At 
present they should, if necessary, be bolstered up 
and assisted to bear the strain of abnormal economic 
conditions. 


Industrial Finance. While a good deal is being 
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done to help the agricultural development of the 
countr}’-, the need for rapid industrialisation does 
not seem to have been sufficiently realised. It is a 
well-known fact that India has an enormous 
potential wealth possessing as she does a variety of 
raw materials, but instead of utilising them for the 
development of her industries she has been merely 
content to export them to be converted into inter- 
mediate products and finished goods in other 
countries. She is, therefore, wholly dependent on 
foreign countries, for the supply of intermediate 
products like the plant and machinery and chemicals 
which she requires and the production of which may 
be regarded as the index of the industrial progress 
of any country. “The need for rapid industrial- 
isation can hardly be exaggerated from a purely 
economic point of view as it will tend to absorb 
that portion of the population which cannot be sup- 
ported by agriculture, will provide a remedy for the 
gradually increasing unemployment among the 
middle-class people, and will result in an improve- 
ment in the standard of living generally.”^ The 
problem has become particularly important because 
of the War which is now on. New industries have 
been started (<?. g. chemical, radio-manufacturing 
etc.) and others are under contemplation^ 8- 
craft and motor car manufacture, ship-building^ etc.) 
but until suitable provision for financing these and 
other prospective industries is made no ocular 
results of any value should be expected. The 
following pages will, therefore, be devoted to the 
examination of the needs of different industries 
with suggestions for providing adequate financial 
assistance. 

The Requirements- of Industries, Broadly 
speaking, an* organised industry requires two 

1 Central Bnnkhig Enquinj Committee Report ^ p. 262. 

2 A beginning has already been made by the Scindia Steam 
Navigation Company. 
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kinds of finance; fixed or block capital and float- 
ing capital or short-term accommodation for its day 
to day needs. The former includes not only the 
initial loans which are required for purchasing land, 
erecting factory buildings and installing plant and 
machinery, but also the more or less permanent 
funds which an old established concern needs to 
extend and re-organise itself. The floating or 
working capital is required for the purchase of raw 
materials and stores, for expenses incidental to the 
marketing of products and for providing the neces- 
sary funds for paying wages and meeting the day-to- 
day requirements 

The relative proportion between block and work- 
ing capital required by an industry naturally 
depends upon the nature of the industry itself. 
The more round-about and complex the process of 
production, the greater must be the proportion of 
fixed to working capital. For instance, in the case 
of hydro-electric, iron and steel, jute and cotton in- 
dustries, block capital is very large in relation to 
working capital. On the other hand, in the case of 
cottage industries which require less expensive tools 
and implements, working capital plays a more im- 
portant part.^ 

In between the above two kinds of credit, long 
and short-term, industries frequently require credits 
for intermediate periods i. $. for periods varying 
from one to five years. Provision has, therefore to 
be made for all the three kinds of financial facilities 
vtz: short, medium and long-term although, as we 
shall see presently, the third form is by far the most 
important. 


1 The amount of working capital needed in an industry denends 
mainly upon the value of the output and the average len"ti of Sme 
occupied by the prodiictive.process. But there are otfer Svennno- cfr! 

manufacturer gets paid an^ the 
methods of buying raw materials and effecting sales often affS, the 
amount of working capital needed by a particular industry. See P S 

Indt(stnal Organisation m India, pp. Ibl-lbS. ' ' 
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Existing Facilities— Major Industries. The work- 
ing capital of major industries is usually derived 
from four sources viz r (i) public deposits ; (2) pri- 
vate deposits including the sums of money advanced 
by the entrepreneurs, their friends and the managing 
agents ; (3) indigenous money-lenders ; and (4) the 
joint-stock banks. Let us briefly consider the part 
pla5^ed by each of these in the flnancing of industrial 
enterprise in India. 

The system of pubhc deposits prevails largely in 
the cotton textile industry of Bombay and Ahmeda- 
bad. The mill-owners of these places are often able 
to attract large sums of money by way of deposits 
from the people of their own community, especially 
from those seeking safe yet profitable investment 
for their small savings. This system of industrial 
finance proves quite successful in normal times 
but it has certain inherent weaknesses. For 
instance, in times of stringency, mills whose 
financial position is not strong find real difficulty in 
obtaining deposits. Infact the tendency of de- 
positors to withdraw their money on the sHghtest 
rumour of difficult times ahead puts the mills in a 
most awkward position.' 

The private deposits of entrepreneurs and their 
friends have also pla3^ed an important part in financ- 
ing the medium-sized and comparatively new 
industries in India like the tea-gardens of Bengal 
and Assam and some of the sugar and match 
factories. But by far the most important source of 
industrial finance is the managing agents. All the 
more important jute mills, cotton mills, tea gardens 
and the greater part of sugar factories, electric 
supply companies and light railways were establish- 
ed and are stiU managed by them. 

A managing agent combines in himself the 
functions of the entrepreneur, the capitalist and the 

1 Also read N. Das, Industrial Enterprise in India, pp. 8-10, 
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busiliessmanager and it would not be an exaggera- 
tion to say that “A number of prosperous and flouri- 
shing industries of today would have yet been in the 
womb of future without the initiative of managing 
agents.”^ Nevertheless, the system of financing by 
managing agents has been open to grave defects. 
For example, it is an open secret that the surplus 
funds of one mill are often invested in the shares 
and debentures of other mills and that the funds 
raised on the credit of one concern are occasionally 
lent to another under the same managing agents. 
The number of companies under the control of a 
managing agent is usually so large that it becomes 
impossible to finance any one adequately. Trading 
and speculation by managing agents is another 
great defect because the banks are known to have 
withdrawn their cash credits from agents who lost in 
speculation although the mills themselves were 
intrinsically sound. Some of the methods adopted 
by the managing agents in financing industry are 
also questionable. For example, in many cases they 
have turned their loans into debentures with the 
result that the concerns have passed into their hands 
and the share-holders have lost all their capital 
invested in them. The managing agents of -the 
present age, moreover, unlike their predecessors, 
have no knowledge of manufacture — engineering, 
technical or scientific. They are not experts in 
buying and selling and “the various irregularities 
committed in filing balance-sheets, lists of share- 
holders, extra-ordinary resolutions with the Re- 
gistrars of Joint Stock Companies are an illuminat- 
ing commentary on their knowledge of commercial 
law and training in secretarial work.”^ Under the 
circumstances, the financing of industries should be 
made less dependent on the managing agency system 
than hithertofore. 

1 S. K. Basil, Industrial Finance in India, p. 165. 

2 Basil, op eitj page 190. 
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The importance of the indigenous bankers in the 
realm of industrial finance is gradually diminishing. 
They are now mostly patronised by the small in- 
i' dustrialist who does not wish to “expose himself to 
the enquiries, the regularised procedure and the 
greater risks of a joint stock bank with a grilled 
counter and the uniformed peon in the doorway”^ 
and is, in consequence, willing to pay higher rates of 
interest. Coal companies, for instance, have to 
borrow mone}’^ from the indigenous bankers for the 
practical development of their collieries at as high a 
rate as 12 to 18 per cent and sometimes even at 24 
per cent. Industries like leather tanning, oil mills, 
rice mills, smaller tea-gardens etc., have to pay as 
high as 24 per cent even when they borrow on the 
security of their assets. 

The ordinary commercial banks employ their 
short-term deposits for providing working capital to 
the principal industries of the country viz ; jute, 
cotton, iron and steel etc. The advances given 
by these banks fall under two main heads : (i) ad- 

vances against tangible and marketable security 
lodged or pledged with the lender ; and (2) clean 
advances against personal credit with a second 
signature to the pronote. In India there are very 
few clean advances without a second signature— a 
class of advances that occupy an important place in 
the highly developed banking systems of Europe 
and America.^ 

1 N. Das, Inditsfrial Entc7prhc In Lid p. 14. 

2 Centi'alBanlinq Enqnirt/ Coviuntlee Bepori^'^.^^0. 

Tt should also he remembered that the most useful form of boumvin^ 
in India is the a edit account under Avhich an advance is allowed 
against a promissory note signed by the boiroivei and seem ed by the 
hypothecation of stocks. Under this system, interest is paid by the 
borrower only to the extent to which the credit is availed of from day to 
day and he can reduce his obligation at any time subject, in some cases, to 
a minimum interest clause ^ . c. subject to the provision that the ban k 
would charge its clients interest on a minimum amount which is generally 
one-half of the maximum limit of the drawing power allowed to the 
borrower by the bank. Similarly, the lending bank can curtail and 
draw the facilities at any time. The system is thus advantageous to both 
sides. 
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The attention of the Central Banking Enquiry 
Committee was drawn to the fact that in making 
loans banks are generally willing to take account 
only of tangible and easily realisable assets like 
stocks etc., but not of block capital. It was also 
pointed out that margins as large as 30 per 
cent and more were claimed and enforced 
against tangible and realisable assets and that 
the rates charged were more than the industry 
could bear. But all said and done it may be 
assumed that the demand for short-term industrial 
credit is satisfied fairly cheaply and adequately. 
The same, however, cannot be said about long- 
term capital. The Indian investing public is 
proverbially shy and often reluctant to make direct 
investment in industries' and the insurance compa- 
nies invariably prefer government or semi-govern- 
ment securities to industrial paper. The Imperial 
Bank even now cannot make any loan or advance 
for a period exceeding nine months and is not 
permitted to lend upon mortgage or infact against 
any immovable property except in the case of 
estates under the charge of court of wards. The 
other Indian joint stock banks are essentially com- 
mercial banks and cannot afford to lock up their 
short term liabihties in long term investments. 
The share of the Exchange Banks in industrial 
financing is practically nil. They were founded 
and are controlled by foreigners and they cannot 
possibly have any interest in the indigenous indus- 
tries. Even otherwise the nature of their business 
precludes long-term industrial financing. Hence, 

1 Joint-Stock Companies 

(in Calcutta List) (in Bonibaj^ List) 

Share Capital ... Es. 76.37 crores. Es. 52.83 erores. 

Debentures ... „ 8.65 „ „ 17.51 

/TVT- Central Banking Enquiry Committee, Vol. I, Part II 

(Minority Eeport) page 335. 



Banking and the Indian money market 335 

the industries often raise long-term loans 
either by issuing preference or debenture shares 
none of which is unfortunately very popular in this 
country. 

The difficulties pointed out above have often 
been emphasised to make out a case for separate 
industrial banks as distinguished from the ordinary 
commercial banks, _ i. e. for creating separate insti- 
tutions dealing with long and short-term credit 
respectively. There is, however, hardly an example 
in economic history where such a separation of 
banks has existed and has expedited industrial and 
economic progress. On the contrary, examples of 
countries which adopted mixed banking and has- 
tened their industrialisation are more numerous. 
In Germany, for example, the ordinary banks play 
a very important part in satisfying the financial 
requirements of industries. They provide the 
greater part of the initial capital which is subse- 
quently placed among the investing pubhc. In 
order to distribute the risk it is a very common 
plan for several banks to join together in a Konsor- 
tium and pledge themselves to accept a certain 
portion of the issue. It must, however, be emphasi- 
sed that the banks invest only a limited portion 
of their resources in industrial finance and that 
ordinary banking business constitutes their major 
activity. The Central Banking Enquiry Com- 
mittee also suggested the establishment of direct 
friendly relations between industrial companies and 
commercial banks.' But they overlooked the fact 
that not one of the joint stock banks of India, 
with the possible exception of the Imperial Bank, 
is fitted today to embark on the undoubted^ 
difficult and complex policy of “mixed” banking. 
The reasons are obvious. Firstly, most of these 

1 For a very able discussion of this point see Miiranjan— .Vorfrrn 
Bauling in India ^ pp, 156-161 
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banks have meagre resources in paid-up capital 
and reserves and they cannot afiord to lock up 
short period deposits in long term advances. 
vSecondly, there is still a very low level of under- 
standing and integrity among many of the bankers 
today and, until things improve, it would be dan- 
gerous for them to embark on “mixed” banking 
operations. Thirdly, the whole history of indus- 
trial finance in India shows that investment banking 
by institutions which are organised as commercial 
banks inevitably leads to speculation and rash 
promotion.^ 

Industrial Banks. Hence, while we support the 
policy of establishing better contacts between the 
commercial banks and industrial concerns, we do 
not under-estimate the importance of purely indus- 
trial banks. Such banks have been tried by Ger- 
many and Japan with conspicuous success. The 
German Banks attend on industrial undertakings 
from their birth to their death; from promotion to 
liquidation.” These banks, called Gross-bankens, 
actively participate in industrial ventures by taking 
up and underwriting and eventually selling blocks 
in these ventures. They exercise a great measure 
of control over the industries through their repre- 
sentatives and directors. They have a highly paid 
staff to evaluate the assets and the possibi- 
lities of failure of fresh industrial schemes. In 
Japan also the growth of industries has been fos- 
tered by the Industrial Bank of Japan which was 
established in 1902. Even England, the home 
of Laissez Faire, has realised the wisdom of 
establishing such institutions as the Securities 
Management Trust and the Bankers’ industrial 
Department Company. The first industrial 
bank of India was the , Tata Industrial 

1 N. Das, Industvicil Enterprise in India ^ pp. 42-43. 
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Bank. It started work in 1918 but bad unfortu- 
nately to suspend the industrial side of its acti- 
vities in 1922.^ The Industrial Commission had 
also urged the necessity of establishing such insti- 
tutions in 1919.^ The Central Banking Enquiry 
Committee recommended, the establishment of 
Provincial Industrial Corporations to provide better 
financial facilities to industries within their juris- 
diction and an All-India Industrial Corporation to 
finance industries of great national importance,, 
particularly those which cannot be supported out 
of provincial resources. An All-India Bank is 
expected to command not only ready finance but 
large capital with necessary safety to investors as 
it would be able to engage financial experts. 

Whether such banks should be started privately 
or with the help of the State is a debatable point. 
Those in favour of State-aid harp upon the shyness 
of Indian capital and suggest that only an indus- 
trial bank aided by the State can mobilize capital 
and turn it into productive channels. They also 
point out that an institution aided by the Govern- 
ment would inspire the confidence of all investors 
who would, therefore, take more interest in indus- 
trial issues and debentures and this change of 
outlook on their part would eventually be to the 
advantage even of those undertakings that have not 
come to the bank for financial help. 

Those against State interference, on the other 
hand, maintain that State-aid through a bank is not 
likely to solve all the difficulties with which the 

1 Foi' the present position of Industrial Banks of India icad 
Mmanjan, Modem JBanking 'in India^ pp. 163-165. 

2 The Industrial Commission had suggested that the Indiistiial 
Banks should possess the following features : — 

(1) High paid-up shave or debenture capital. 

(2) Distribution of the loans over a good number of industries 
instead of staking everything on the success of a few. 

(3) Careful scrutiny and limitation of loans. 
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industries in India are faced now-a-days. Infact 
they believe that a state aided Bank would lead to 
political pressure of various kinds and would 
probably lead to the suppression of industries which 
are likely to compete with vital industries -of 
foreign countries. Considering, however, that an 
Industrial Bank requires a large amount of capital 
and expert personnel for assessing the soundness 
or otherwise of the various industrial undertakings 
some sort of Government assistance seems to be 
quite desirable. Therefore, the ideal bank, for the 
moment, should be started with private capital and 
enterprise and the Government should insure the 
promoters and share-holders against losses. 

Industrial Banks and Small Industries. The 

small-scale industries present difficulties of their 
own. For instance, their shares and stocks, if ever 
they exist, have hardly any market value. Cont- 
rolled by relatively obscure management and existing 
in scattered and obscure places, the technique of 
financial aid and supervision have to be on a different 
scale and altogether different in character. Their 
problems of marketing are more difficult and urgent 
than those of production. Therefore, although 
the advantages of specialised industrial banks for 
large industries may be doubtful, they certainly 
can perform valuable services to small-scale or 
cottage industries. 

Indian Companies Act of 1913 as amended 
in 1936. Some important amendments to the Indian 
Companies Act of 1913 which came into effect 
on January 15th 1937 have established a certain 
amount of banking control as contemplated by the 
Banking Enquiry Committee in 1929. The most 
important aspects of this recent legislation may be 
summarised as follows. — 

I. Segregation of hanking from commercial 
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operations. A banking company is defined as a 
company which carries on, as its principal business, 
the accepting of deposits of money on current 
account or otherwise subject to withdrawal by 
cheque, draft or order. Banking Companies found 
after January 15th, 1937, must conform the objects 
of transactions to those enumerated in the amended 
Companies Act (Section 277 F). 

2. Cash Reserves. Banking companies are 
required to keep as cash reserves i| per cent of 
their time liabilities and 5 per cent of their demand 
liabilities and to file, every month, with the Regis- 
trar a statement of the amount so held. 

3. Reserve Fund. Banking companies are 
required to build up a reserve fund by allocating 
to it 20 per cent of the annual net profits until the 
fund is equal to the paid-up capital. 

4. Special Status of Scheduled Banks. The 
special status of the scheduled banks has been 
recognised and statutory controls as, for instance, 
in the matter of building up reserves which have 
been applied to non-scheduled banks, have not 
been extended to scheduled banks on the ground 
that the latter can be left to the general supervision 
and control of the Reserve Bank. 

It will be observed that these provisions deal 
only perfunctorily with banking business and do 
not touch more important issues like licensing of 
banks and restricting the activities of foreign 
exchange banks etc., suggested by the Banking 
Committee. 

Banking Legislation. The working of the 
Reserve Bank Act and the Indian Companies Act 
in the last three years demonstrated the need of 
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comprehensive legislation to control banking busi- 
ness and to promote its orderly development in this 
country. Sir James Taylor, therefore, submitted 
a scheme for the consideration of the Government 
of India the main provisions of which are : — 

(1) The proposed legislation is to apply to all 
those institutions which accept deposits withdraw- 
able by cheques. 

(2) Every company engaged in such business 
shall have to include as part of the name of its 
business any of such words as "bank”, "banker”, 
or "banking”. No such company shall employ 
individuals as managing agents or be managed by a 
company other than a banking company. 

(3) For each branch which a bank opens in 
any of the three Presidency centres, namely, 
Madras, Bombay and Calcutta, the bank shall have 
a paid-up capital of Rs. 5 lakhs for each such centre. 
And for every branch that a bank opens in a centre 
where there are already two branches of other 
banks, the bank in question must have a paid-up 
capital of Rs. 50,000. The minimum paid-up capital 
of any bank is fixed at Rs. 50,000. 

(4) Every bank should hold 30 per cent of its 
current time liabilities in the form of Government 
Securities. 

(5) _ Liquidation must be made more promptly 
and liquidation proceedings simpler and speedier. 

(6) Cooperative Banks will be excluded from 
the operation of the proposed legislation. 

The scheme aims at a simpler and more 
restricted definition of_ banking and banking com- 
panies than is contained in the Indian Companies 
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Act (Section 277F) and more particularly at remedy- 
ing the existing anomaly under section 277 G of that 
Act under which institutions incorporated 
prior to January 15, 1937 may continue to call 
themselves banks and yet refuse to comply 
with the statutory provisions relating to banking 
companies. It also seeks to ensure that an institu- 
tion calling itself a bank has sufficient capital and 
that banks with inadequate resources will not 
open branches in the large towns where branches 
of other banks already exist. It also contemplates 
certain moderate restrictions on bank investments 
in order to protect the depositors and attempts to 
provide for simple and quick liquidation proceedings 
so that in the event of a bank failure the depositors 
may be paid off with the minimum of delay and 
expense of litigation! 

The proposed measure will undoubtedly go a 
long way in safeguarding the interest of the depo- 
sitors and generally in putting banking on a surer 
footing. 


SUMMARY 

Members of the Indian Money Market. The Money 
Market in India consists of the Indigenous Bankers, the 
Joint Stock Banks, the Foreign Exchange Banks, and the 
Imperial Bank on one side and the Reserve Bank on the other. 
Reference has been made to Post Office Savings Banks, 
Co-operative Banks and Rand Mortgage Banks. 

\/ The Indigenous Bankers. They have existed in India 
from times immemorial under a variety of names and have 
rendered very useful service to the country. Their business, 
which is handed down from father to son, consists in giving 
loans against different forms of securities. ^ They seldom 
deposits but readily invest their money in discounting 
and in speculation. They are frequently denounced for charging 
very high rates of interest and for keeping mysterious accoun s. 
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Most of this criticism will lose weight if it is remembered that 
the money-lenders deal with illiterate people who are always 
anxious to forget and repudiate their liability. In addition to 
the risk of life and property, the growing apathy of law courts 
ma3'’ also be held responsible for the desire on the part of the 
sahukars to protect themselves by charging high rates of interest. 
Moreover, the flexible terms offered by them and their pleasant 
manners, alertness and personal interest are invaluable assets 
which are lacking in other banking institutions. They can 
certainly be made more useful by adopting up-to-date methods 
of banking like keeping proper accounts, use of cheques etc., 
and by being combined into a sort of a co-operative bank. 

The Reserve Bank has recently propounded a scheme by 
which the central banking facilities can be extended to the 
indigenous banks also provided they satisfy certain conditions. 
But the scheme has not been well received. The indigenous 
bankers are neither willing to abandon their age-old business 
nor to make financial position known to the public 
although they are prepared to supply necessary information to 
the Reserve Bank when required. 

J Joint Stock Banks. The are registered under the Indian 
Companies Act. First started with the help of foreign capital, 
they have had a chequered career. Many banks failed before the 
war owing to the inefficiency of management and indifference 
of the Government and the episode was repeated first in 1923 
and then in 1932. A majority of them are now controlled by 
Indians. They perform all the normal functions of a bank and 
thus help the internal trade of the country but take no part in 
the external trade. Their practices are still far from satisfactory. 
They are advised to increase their cash balances and to consoli- 
date rather than extend the existing business. 

^ Foreign Exchange Banks. They have head quarters in 
foreign countries and are not registered in India. They finance 
the foreign trade of the country by purchasing and discounting 
foreign bills of exchange, by making advances against shipping 
documents and by issuing foreign letters of credit. Because 
they are financed and officered by non- Indians, the Central 
Banking Inquiry Committee suggested that they should be 
required to take out a license and should undertake to train 
Indians for executive posts. An All-India Foreign Exchange 
Bank to be started with the help of the Government' was also 
suggested by them. 

Although the existing banks have made steady progress. 
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they continue to keep alarmingly low cash balances. It is high 
time that they were compelled by law to maintain a fixed higher 
percentage of their total deposits in India and not to disturb 
it inspite of what nia}^ happen outside. 

The Presidency Banks. They were private institutions. 
In the beginning they were financed by the Government (and 
hence allowed to issue notes) but after i86i they were 
gradually deprived of official partronage except in that they 
occasionally served as Goveniment bankers. The}" did not 
possess sufficient funds of their ouii nor uas there any 
co-ordination between them. They were thus incompetent to 
finance the growing trade of the country and after some 
hesitation were amalgamated into the Imperial Bank in 1921. 

The Imperial Bank. It was started with a capital of 
Rs. II I crorcs. In addition to the functions of an ordinary 
joint stock bank, it acted as banker to other banks and to 
the Government of India, It was not alloued to deal in 
foreign exchange. During its 20 years of successful career, 
it has rendered useful service to the country. It has 
extended banking facilities and put the idle balances of the 
Government at the disposal of trade and commerce of the 
country. Nevertheless, the bank has come in for a good 
deal of criticism on account of its free use of Government 
funds and predominantly non-Indian management. 

Co-operalivo Banks. They owe their existence to a 
desire on the part of the Government to prevent the 
agriculturists from the exploitation of the money-lender. They 
lend money at low rates of interest and have great educative 
value. The village or town banks are called primary societies. 
They are financed partly from within and parti}" by the 
Central Banks uhich are themselves financed by the Provincial 
Banks. The Co-operative Movement has only touched the 
fringe of the credit problem of India and the indigenous 
bankers continue to be the principal source of finance for 
rural population. The Reserve Bank has recently made 
numerous suggestions for the improvement of the co-operative 
movement. 

Land Mortgage Banks. Their object is to lend money^ for 
long periods for productive operations and to enable agricul- 
turists to redeem their mortgaged property. These banks 
require more efficient management than the ordinary banks an 
wdien started on co-operative basis they rely on outside experts 
and Government assistance. The existing Land Mortgage Banks 



344 INTRODUCTION TO MONEy> EXCHANGE AND BANKING 


of India are mostly of the quasi-co-operative type and they 
have not proved very helpful so far. 

-.1 Post Office Savings Banks. They aim at inculcating habits 
of banking and thrift among middle classes by receiving 
deposits, by issuing cash certificates and by offering insurance 
policies to Government servants. In order to prevent the 
progress of these banks from being inconveniently brisk, certain 
restrictions have been imposed as to the amount that an 
individual can deposit but experience does not justify these 
restrictions. Post Office Savings Banks are still few and far 
between and they ought to be extended to the areas which are 
not accessible to other institutions. 

Deficiencies of the Indian Money Market. The develop- 
ment of the money market is not commensurate with the size 
and resources of the country. There is one bank to every 
1,774 square miles and to every 329,598 heads of population. 
The deposit per man is also incredibly low, namely, Rs. 6. 
This compares very unfavourably with other countries of 
Europe and even with other members of the BritishJ Smp ire. 
Special credit agencies like Industrial Banks are conspicu- 
ous b}'" their absence and the commercial banks frequentlj^ 
undertake tasks for which they are ill-fitted. Agriculture is 
still dependent on the mercy of the disinterested sahukar 
who is only interested in fleecing his clients alive. Branch 
banking is still in its infanc}' and is more useful to the urban 
than to rural areas. The functions of currency and credit 
were, till lately, vested in opposite directions. Poor cash 
balances, restricted use of cheques, want of co-ordination bet- 
ween the different members of the money market, instability 
of money rates, and absence of re-discounting facilities are some 
of the other defects of the money market which threw in 
relief the immediate necessit}’^ of establishing a Central Bank 
in the country. 

Meaning of a Central Bank A Central Bank has been 
described as "the people’s agenc}’’ to govern their supplj'' of 
currency and credit free from any undue influence of politics 
or profits”. It is entrusted with the right of note-issue; the 
right to hold the reserve of other banks; the right to buy and 
sell_ securities; and the right of discount with the help of 
'which it can control and coordinate the functions and 
activities of the different members of the money market. 
It acts as a Bankers’ Bank and also as banker to the Govern, 
ment of the country. 

_ A State or Share-holders’ Bank. The Hilton Young Com- 
mission had recommended a Central Bank for India in 
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the person of the Reserve Bank but the bill authorising it 
aroused great controversy especially on the point as to whe- 
ther it should be a State or a Share-holders’ bank. Those 
who favoured the State control of the Bank urged that in a 
country full of illiterate people a Government bank will inspire 
greater confidence than a private institution. A bank can 
also be rid of profiteers by handing control to the Government 
and can be used as an instrument for creating additional 
currency in times of grave national emergencies. Those who 
favoured a share-holders’ bank feared that the Government 
may misuse its privileges and continuity of policy may 
not be secured with changes in party politics. Considering 
that the activities of the Government of India are gener- 
ally regarded with suspicion, a private bank was preferred 
to a State bank. Anyhow, the Bill was dropped and a compre- 
hensive banking enquiry was ordered. 

The banking Enquiry Committee recommended the establish- 
ment of the Resen'e Bank and made valuable suggestions for 
financing the external trade, for improving the bill market, for 
regulating banking and for disseminating banking education. 
These recommendations were ultimately incorporated in the 
Reserve Bank Act of 1934. 

J The Reserve Bank Act The Bank has been started with. 
a capital of Rs. 5 crores divided into shares of Rs. 100 each, 
and subscribed by people from different provinces. The 
general superintendence has been vested in a Central Board of 
Directors consisting of 16 directors including one Governor 
and two Deputy Governors who are whole- time paid officials. 
The Board will be advised by five Local Boards— one 
for each area — in matters relating to their respective areas. 
The Bank has been authorised to receive deposits without 
interest, re-discount bills, purchase and sell gold and sterling, 
give loans to governments and banks against approved 
securities accept articles for safe custody, act as agent to 
the Government of India and other Native States and to 
issue bank notes. It has not been allowed to engage in trade, 
purchase its own shares or shares of other commercial and 
industrial concerns, give loans against mortgaged property 
or to give interest on deposits. Every scheduled bank is 
required to maintain a fixed proportion of its deposits with 
the Reserve Bank. Armed with these powers and privileges, 
the Bank will be able to control and regulate banking in- 
India and render invaluable assistance to trade and industry* 
and more particularly to agriculture 
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Rural Finance and the Reserve Bank. Unlike a trader or a 
manufacturer, an agriculturist cannot borrow money cheaply 
partly because the security against which he borrows is uncer- 
tain and partly because he does not satisfy the conditions on 
which the modern banks are prepared to accommodate him. 
Even the Reserve Bank has refused to deal with him except 
through intermediate agencies like the indigenous money 
lenders and the cooperative societies provided these agencies 
are prepared to re-organise themselves according to the sugges- 
tions made to them through the Agricultural credif; Department. 

Reserve Bank in Action. The Bank has succeeded in 
reducing and stabiUsing money rates and in offering cheap 
remittance facilities. It has also helped Government to raise 
loans and to reform banking legislation. The banlc has, how- 
ever, not yet succeeded in establishing better contact betw'een 
the indigenous bankers and the other members of the money 
market. Nor has it yet developed a regular bill market. It 
also failed to save the Travancore National and Quillon Bank 
from failure. Suggestions have also been made for the im- 
provement of administration and for removing those defects 
of the Reserve Bank Act W'hich have been revealed within 
the last six or seven years. 

Effect of the Present War on Banking in India. The 
banks have stood the strain of War very well indeed. The 
total deposits have increased although the time liabilities 
Rave gone down a bit which is not surprising considering that 
the people are anxious to keep their mone}’ as liquid as 
possible. The banks have also rendered adequate assistance 
to trade and industry. This is clear from the figures of 
advances and bills discounted as well as from the statistics 
relating to bankers’ advances with the Reserv’-e Bank. 

Industrial Finance. Industrial development is necessary 
both for its own sake as well as for the purpose of 
stimulating agricultural improvements and for remedjdng 
unemployment. But it has not been possible to start manj’^ 
industries in India for want of adequate financial facilities, 
especially long-term credit facilities. Some people seem to 
“believe that industries can only be helped b}' specialised institu- 
tions but the experience of foreign countries shows that this 
is wrong. The ordinary commercial banks can prove very 
useful especially if they combine into syndicates. Special 
Industrial Banks may also be necessary, especiall}’- to finance 
small scale industries. Such banks should be started privately 
But the Government must insure them against possible losses. 
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The Indian Companies Act of 1913 and 1936. The 
Indian Companies Act as amended m 1936 defines a banking 
■companj' as one whose 'principal' business is to accept deposit 
on current account or otherwise, subject to withdrawal by 
cheque, draft or order. Such companies are required to keep 
as cash reserve per cent of their time liabilities and 5 per 
cent of their demand liabilities. They are also required to 
•carry 20 per cent of their annual profits to the reserve fund until 
such fund is equal to, their paid-up capital. The Act also 
recognises the legal status of scheduled banks. 

Banking Legislation. For the purpose of controlling bank- 
ing business and to ensure its orderly development the Reserve 
Bank has formulated a comprehensive scheme for the consi- 
deration of the Government. When passed into an Act it is 
bound to safeguard the interest of depositors and generally in 
putting banking on a sound footing. 


QUESTIONS 


1. What is the difference between a modern bank and 

an indigenous banker ? Enumerate all kinds of business that 
the latter transacts. [U.P. Inter. 1931]. 

2. An indigenous banker has been described by some as 

a 'Sb3-lock’ and a 'blood-sucker' and by others as the friend of 
the people. With which of the two views do you agree ? 
•Give reasons for j'our answer. [Delhi Inter. i9343- 


3. Indicate the place of Exchange Banks in the Indian 
Banking System and describe the nature of the work which 
they perform. [Punjab B.A. 1928]. 


4. Enumerate the causes of the amalgamation of the 
Presidency Banks into the Imperial Bank of India. 

5. Discuss the relative importance of the indigenous 

bankers, joint stock banks and the Imperial Bank m the 
banking economy of the countrj'. [U.P. In er. 93 ]• 


6. What are the chief functions performed by banks 
working in India ? What reforms would you suggest for 
promoting banking development in the country . 

[Agra B.A. 1932 and 1934; Delhi Inter. I934l> 
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7. Distinguish indigenous, co-operative and joint stock: 
banks from one another so as to bring out their peculiar 
features in relation to aims, constitution and working. 

[Punjab B.A. 1929]. 


8. India is said to be backward in the matter of banking 

facilities Explain this statement and account for the back- 
wardness. [Delhi B.A. 1931 and Inter. 1932]. 

9. What are the principal functions of a Central Bank ? 
On what lines should such a bank be established in India ? 

[Agra B.A. 1935]. 

10. Discuss the advantages of a Central Bank for India. 
How far, do 5''ou think, would the Reserve Bank of India be 
able to discharge those functions ? 

11. _ Discuss the arguments for and against a State Bank 

for India. [Delhi Inter. 1929]. 

12. Compare and contrast carefully the functions of a 
Central Bank with those of an ordinary (joint stock) commercia 
bank. To what degree does the Imperial Bank of India fulfil 
the functions of a Central Bank ? 


13. Give a brief summary of the Reserve Bank of India 
Act, 1934. 

14. Write brief explanatory notes on ; 

(u) Sahukari and Sharafi System. [U.P. Inter. 1932^.. 
(i) Co-operative Banks. 

(c) Postal Savings Banks. 

(dj Rand Mortgage Banks. [Agra B.A. 1934]. 

rxn ^gricriltural finance? 

Why are the ordinary joint stock banks unable to make 

of • Is presence 

of the Reserve Bank likely to make any difference ? 

[Agra B. Com. 1941]. 

In wli?; ^“^"strial concerns usually financed in India ? 

In what way do these facilities fall short of what they are in 

w"u7r“ ''“Wng structure 

couDtrv ? promote industrial development in this 

[Agra B. Com. 1940]. 




